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Mr. Landman says, since corpora- 
tions, as well as individuals, have a 
social responsibility to the community, 
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theme of his article “The Low Cost of 
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employees by stock-option plans, em- 
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and gift tax consequences on them. 
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options to taxes on income they have 
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Community Property 
Not New to Michigan 
Sir: 


Mr. Frank E. Seidman’s interesting and 
informative article appearing on page 973 
of your publication under date of Novem- 
ber, 1947, arrives at the conclusion that 
the Michigan Community Property Law, 
as he puts it on page 980, may well turn 
out to be a gold brick and this thesis is 
elaborated in the title with a statement that 
it is a gold brick. But should the Act be so 
designated from an income tax viewpoint so 
long as the present laws remain unchanged? 


The Michigan Community Property Law 
parallels the Oklahoma Act and in a general 
way the California law and many of the 
other community property state laws and 
those states have a high regard for the 
income tax advantages of their laws. For 
years in Congress they have fought dili- 
gently any attempt to take away from 
them the rights of their citizens to divide 
the income between the returns of the 
husband and wife. Their regard for the 
community property law from an income 
tax viewpoint is not based upon theory 
as is the opinion of this distinguished 
writer, but upon practical living with the 
effect of their laws. Sometimes the lack 
of experience causes us to have a fear which 
experience indicates is groundless. 


The distinguished writer, when he moves 
out of his own field of accounting into 
the field of law in which he is not trained, 
may make some errors and his statement 
that community property in Michigan is 
an entirely new principle in that state shows 
lack of proper research. The Community 
Property Law came into Michigan about 
1663, when the tri-color of France floated 
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over its forts and when the wives of the old 
French farmers held according to the 
Custom of Paris. The proceedings before 
the Land Board in Detroit, which was 
charged with the duty of ascertaining what 
lands were excluded from that portion 
of the Northwest Territory conveyed to 
the Federal Government by the Virginia 
grant, show again and again references to 
this type of community property holding 
and that it is not new in Michigan, but 
has come back to live again side by side 
with the common law. So the statement 
on page 974 that the “community property 
system has been a modification of the 
common law, but without the historic 
background” is not correct. 


If part of the insurance is purchased 
with community funds, the problem is not 
complicated. The wife may join with the 
husband in the designation of beneficiaries. 
Then the insurance will go to those bene- 
ficiaries without any difficulty. Another 
simple solution is for the wife to waive 
all claims in connection with the insurance 
policies in question. You will probably 
find that the experience in other community 
property states will provide adequate and 
s‘mple solutions for these among other 
theoretical problems. 


In discussing the “basic date problems,” 
the writer’s statement that if a professional 
man entered into a contract for services 
prior to July 1 in Michigan and his work 
was performed partly before and partly 
after July 1, he must “apportion the pay- 
ment for the services when he receives it 
as between the two dates,” is somewhat 
different from the concept of the law as 
set forth in Mertens’ Law of Federal 
Income Taxation, § 19.15, where that writer 
says: “The status of property as separate 
or community is determined as of the time 








of its acquisition.” And the writer further 
states that many cases hold “the time of 
acquisition has been held to be the inception 
of the contract right to the property.” The 
Board of Tax Appeals said in Preston v. 
Commissioner, 35 BTA 322: “The Board 
has consistently held that the test of when 
property is acquired for the purpose of 
determining whether or not it is community 
or separate property is not the time of the 
income therefrom, but the time of the 
inception of the rights whereby income 
is earned.” (See also John M. King, 26 
BTA 1158; aff'd 69 Fed. (2d) 639; Helen 
N. Winchester, Administratrix, 27 BTA 
798; Gouverneur Morris, 31 BTA 178; Albert 
J. Houston, 31 BTA 188.) So it is quite 
arguable that where the contract is entered 
into prior to the effective date of the Act, 
although part of the services are performed 
after the Act, it may be claimed by the 
Government to be separate income of the 
earner. 


His analysis of the problem of exemp- 
tions, where he says: “If there are two 
children, however, each spouse may take 
credit for one or either spouse may take 
the credit for both—on the assumption, of 
course, that the dependents were supported 
out of community income,” overlooks the 
Code definition of “dependent.” (Section 
25 (b) (2) of the Internal Revenue Code 
defines “dependent” as a person over one- 
half of whose support for the calendar year 
was received from the taxpayer.) Assume 
the case of a star real estate man who lived 
in Michigan and in 1947 prior to June 30th 
received $20,000 net income from commis- 
sions. He was taken ill on the first day 
of July. He had no other income for the 
balance of the year. Now, if he and his 
wife had children aged 13 and 14, the wife 
could not take one of the children as a 
dependent for the year 1947 despite the 
fact that the Community Property Law 
went into effect in Michigan on July 1, 
so that the statement of the writer should 
be limited to a situation where the fact of 
dependency out of the wife’s share of the 
community property is a reality. 


The writer states that a community prop- 
erty system acts adversely upon claiming 
of charitable contributions based upon the 
assumption that 15% of “x” is greater 
than 15% of '% “x” plus 15% of % “x,” 


“i 


where “x” equals charitable contributions. 
Now, since this statement is not true, it would 
appear that the Michigan community property 
system has no tax disadvantages at all 
with respect to charitable contributions 
where those contributions are made jointly 
out of community property, that is, where 
the Community Property Law is properly 
made use of. Like any other complicated 
tool which is given to an individual to use, 
it must be used with judgment and dis- 
cretion. 


The writer’s statement with respect to 
the manner of handling that portion of the 
taxpayer’s wages which are withheld is in 
accordance with the Bureau regulations, 
but he may find that subsequent to the 
date of the writing of the article the hus- 
band’s wages may be divided between the 
husband and wife in the Collection District 
in Michigan in the year 1947 in any manner 
in which the husband and wife elect to 
apply such sums so withheld. 


So, it may be that the members of the 
Michigan Legislature were right in their 
thought that so long as the present income 
tax laws remain unchanged the Community 
Property Law will give to a substantial 
number of taxpayers in Michigan an income 
tax saving in excess of the cost of learning 
how to use that tool so given to them 
and in excess of the costs of securing 
competent advice in the preparation of 
records and in the proper application of 
the Community Property Law and the 
Code to the taxpayer’s problems. 

DETROIT 
WILLIAM C. ALLEE 


The Spanish Thorn Again 


Sir: 


In a discussion on community property 
in a recent Washington Tax Talk column 
you stated, “Oddly enough California re- 
sents these new community property states.” 
There is nothing odd about California try- 
ing to hold on to a juicy tax advantage. 
Also California realizes that many a family 
budget would not stand up, if the little wife 
were given full control over half of the 
income. 


California is not odd, but smart. 


J. E. Carrer 
Cuynoca FALLS, OHIO 
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Community Property 
Not New to Michigan 


SIR: 


Mr. Frank E. Seidman’s interesting and 
informative article appearing on page 973 
of your publication under date of Novem- 
ber, 1947, arrives at the conclusion that 
the Michigan Community Property Law, 
as he puts it on page 980, may well turn 
out to be a gold brick and this thesis is 
elaborated in the title with a statement that 
it is a gold brick. But should the Act be so 
designated from an income tax viewpoint so 
long as the present laws remain unchanged? 


The Michigan Community Property Law 
parallels the Oklahoma Act and in a general 
way the California law and many of the 
other community property state laws and 
those states have a high regard for the 
income tax advantages of their laws. For 
years in Congress they have fought dili- 
gently any attempt to take away from 
them the rights of their citizens to divide 
the income between the returns of the 
husband and wife. Their regard for the 
community property law from an income 
tax viewpoint is not based upon theory 
as is the opinion of this distinguished 
writer, but upon practical living with the 
effect of their laws. Sometimes the lack 
of experience causes us to have a fear which 
experience indicates is groundless. 


The distinguished writer, when he moves 
out of his own field of accounting into 
the field of law in which he is not trained, 
may make some errors and his statement 
that community property in Michigan is 
an entirely new principle in that state shows 
lack of proper research. The Community 
Property Law came into Michigan about 
1663, when the tri-color of France floated 


over its forts and when the wives of the old | 


French farmers held according to the! 
Custom of Paris. The proceedings before 
the Land Board in Detroit, which was 


charged with the duty of ascertaining what 
lands were excluded from that portion } 
of the Northwest Territory conveyed to | 
the Federal Government by the Virginia 
grant, show again and again references to 
this type of community property holding | 
and that it is not new in Michigan, but 
has come back to live again side by side 
with the common law. So the statement 
on page 974 that the “community property | 
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system has been a modification of the| 
common law, but without 
background” is not correct. 
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If part of the insurance is purchased 
with community funds, the problem is not | 
complicated. The wife may join with the 
husband in the designation of beneficiaries. | 
Then the insurance will go to those bene- | 
ficiaries without any difficulty. Anata! 
simple solution is for the wife to waive 
all claims in connection with the insurance | 
policies in question. You will probably } 
find that the experience in other community 
property states will provide adequate and 
s'mple solutions for these among _ other 
theoretical problems. 


In discussing the “basic date problems,’ 
the writer’s statement that if a professional 
man entered into a contract for services 
prior to July 1 in Michigan and his work 
was performed partly before and partly | 
after July 1, he must “apportion the pay-| 
ment for the services when he receives it 
as between the two dates,” is somewhat 
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of its acquisition.” And the writer further 
states that many cases hold “the time of 
acquisition has been held to be the inception 
of the contract right to the property.” ‘The 
Board of Tax Appeals said in Preston v. 
Commissioner, 35 BTA 322: “The Board 
has consistently held that the test of when 
property is acquired for the purpose of 
determining whether or not it is community 
or separate property is not the time of the 
income therefrom, but the time of _ the 
inception of the rights whereby income 
is earned.” (See also John M. King, 26 
BTA 1158; aff’d 69 Fed. (2d) 639; Helen 
N. Winchester, Administratrix, 27 BTA 
798: Gouverneur Morris, 31 BTA 178; Albert 
J. Houston, 31 BTA 188.) So it is quite 
arguable that where the contract is entered 
into prior to the effective date of the Act, 
although part of the services are performed 
after the Act, it may be claimed by the 
Government to be separate income of the 
earner. 


His analysis of the problem of exemp- 
tions, where he says: “If there are two 
children, however, each spouse may take 
credit for one or either spouse may take 
the credit for both—on the assumption, of 
course, that the dependents were supported 
out of community income,” overlooks the 
Code definition of “dependent.” (Section 
25 (b) (2) of the Internal Revenue Code 
defines “dependent” as a person over one- 
half of whose support for the calendar year 
was received from the taxpayer.) Assume 
the case of a star real estate man who lived 
in Michigan and in 1947 prior to June 30th 
received $20,000 net income from commis- 
sions. He was taken ill on the first day 
of July. He had no other income for the 
balance of the year. Now, if he and his 
wife had children aged 13 and 14, the wife 
could not take one of the children as a 
dependent for the year 1947 despite the 
fact that the Community Property Law 
went into effect in Michigan on July 1, 
so that the statement of the writer should 
be limited to a situation where the fact of 
dependency out of the wife’s share of the 
community property is a reality. 


The writer states that a community prop- 
erty system acts adversely upon claiming 
of charitable contributions based upon the 
assumption that 15% of “x” is greater 
than 15% of % “x” plus 15% of % “x,” 
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where “x” equals charitable contributions. 
Now, since this statement is not true, it would 
appear that the Michigan community property 
system has no tax disadvantages at all 
with respect to charitable contributions 
where those contributions are made jointly 
out of community property, that is, where 
the Community Property Law is properly 
made use of. Like any other complicated 
tool which is given to an individual to use, 
it must be used with judgment and dis- 
cretion. 


The writer’s statement with respect to 
the manner of handling that portion of the 
taxpayer’s wages which are withheld is in 
accordance with the Bureau regulations, 
but he may find that subsequent to the 
date of the writing of the article the hus- 
band’s wages may be divided between the 
husband and wife in the Collection District 
in Michigan in the year 1947 in any ‘manner 
in which the husband and wife elect to 
apply such sums so withheld. 


So, it may be that the members of the 
Michigan Legislature were right in their 
thought that so long as the present income 
tax laws remain unchanged the Community 
Property Law will give to a substantial 
number of taxpayers in Michigan an income 
tax saving in excess of the cost of learning 
how to use that tool so given to them 
and in excess of the costs of securing 
competent advice in the preparation of 
records and in the proper application of 
the Community Property Law and the 
Code to the taxpayer’s problems. 

DETROIT 
WILLIAM C. ALLEE 


The Spanish Thorn Again 
Sir: 


In a discussion on community property 
in a recent Washington Tax Talk column 
you stated, “Oddly enough California re- 
sents these new community property states.” 
There is nothing odd about California try- 
ing to hold on to a juicy tax advantage. 
Also California realizes that many a family 
budget would not stand up, if the little wife 
were given full control over half of the 
income. 


California is not odd, but smart. 


J. E. Carter 
CuyHoca FALLS, OHIO 
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Notes on Footnotes Footnotes are usually set in a different size was 
of type from that in which the text of the) tha 
We are as guilty of being a footnote article is set “—for instance, six-point,’ where | in ' 
addict as any legal publication, but we too the body of the article may be set in eight- | pill 
have moments when we wish writers would or even ten-point. The six-point type is) ma 
have a little more self-confidence in what on one linotype machine and the eight-point | We 
they write and omit the superior number for or ten-point or other size is on another! for 


every statement in their text regarding the 
law. Professor Rodeli’s article in the Yale 
Reporter is a refreshing bit of “the truth 


linotype. Consequently, in the print shop‘ | 
all of the text material can be assigned to | 
one machine and the footnotes, if our sug: | 





Re 


hurts.” He begins by footnoting his title: gestion is followed, can be assigned to the I 
“A Prof Takes a Gander at the Students.” pach pre ater the work on each - 
and his footnote 1 is: pee ee " “tea 
. We recall receiving manuscripts from) - 
‘* Not to be confused with the female li ia Mail . ae a . is 1 
ander.”” Professor Rodeli’s second foot- CEES WD Hen 8 COUN Oe Oe ee at 
e ‘ “a eae out their footnotes:® that is, they had in- d 
— structed their stenographers to stop at that ws 
‘? This wouldn’t be legal without the foot- point on the line where the footnote occurs a 
yoo be —- on a footnote makes it and drop down a space, like this, and set Th 
a ae the footnote, like this dat 
To follow the logic in Profesor Rodeli’s and then pick up the text again, like this | Of 
footnote 2 to a logical conclusion, our ar- Thi k f : ifficulty ® in alle 
ticles are triple and quadruple legal.’ This heey ~ wand aig one o ai an 
seems a good opportunity to answer an oft- tt ha yer sae ak arm a y a" 194 
asked question.? How and where should es Se Sy ae Gees oo hig 
footnotes be handled in manuscripts? In- tot: 
doctrination in the use of footnotes is re- of | 
ceived, of course, in college,’ possibly this Yellow Paper Flood ; 
sermon should be directed to college pro- The Bureau of Internal Revenue has just $92 
. ° po 
fessors : in the hope that they will all adopt announced the style and specification of $8, 
the same principle. Form W-2 for 1948, and has revealed that) ¢ 
We like to see the footnotes all by them- it may be reproduced. But its reproduc: tio 
selves on the last pages of the manuscript, tion must have the official approval of the) inc 
and we think other publishers do, too.® 3ureau, and those who wish to prepare pr; 
—_——— their own forms must submit the proposed” Ty, 
1This is not meant to belittle footnotes on ave 
tax articles. The citations given are invaluable ®A custom dating even prior to the Income act 
references. Tax Age. 
2 Name on request. 7 Makes it harder to read. ] 
7A group of buildings near the football 8 Natural habitat of printers—those broad ha: 
stadium. shouldered gentlemen on whom editors blame 45 
4 Philologists. everything. ol 
5 We do not mind them at the bottom of the * Author himself not necessarily cockeyed. sid 
page to which they refer. 2° Tt’s hell. tha 
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forms and samples of the buff paper to be 
used, as well as samples of the typography. 
During the days of the OPA, one regula- 
tion regarding feather pillows contemplated 
having each pillow manufacturer send two 
samples of his pillows to the OPA in Wash- 


ington for its approval. This regulation 
was hastily withdrawn when it was realized 
that there was not enough warehouse space 
in Washington to accommodate all of the 
pillows which would be received if every 
manufacturer complied with the regulation. 
We wonder whether the Bureau is prepared 
for a deluge of little slips of yellow paper. 


Relieved of and Relief from 


Recent figures showing the amount of 
relief granted under the excess profits tax 
relief section, revealed, by the small num- 
ber of claims allowed, that Section 722 relief 
is very much like the proverbial pot of gold 
at the rainbow’s end. It is estimated that 
during the five years in which the excess 
profits tax law was in effect, an average of 
60,000 corporations filed returns each year. 
The total number of claims applied for to 
date amount to 46,630, involving $5,037,538,106. 
Of this number, only 3,099 claims have been 
allowed, or a total of $15,364,191. This is 
an average of but $4,954 per claim. In 
1947, however, the average was a little 
higher—1,076 claims were allowed for a 
total net relief of $6,554,863, or an average 
of $12,703 per claim. 


The 3,099 allowed claims called for 
$24,097,804, but against this must be set an 
$8,733,613 increase in income taxes. Re- 
computing the income for the years in ques- 


tion on these returns resulted in additional: 


income tax liability even though the excess 
Profits tax claim was good and was allowed. 
Therefore, the net relief on these claims 
averaged about two thirds of the amount 
actually allowed. 


Excess profits tax relief claims are very 
hard to prove, calling for a great amount 
of economic data, usually collected at con- 
siderable expense. It is conceivable, then, 


that the attorneys’ fees and research fees in- 
» Tax-Wise 


volved in the presentation of many of these 
claims can well reduce the amount received 
by the taxpayer to practically nil. 


Freedom from Want 
for Our Cities, Too 


Proposals to reduce taxes are welcome 
news. While the leaders in Congress are 
trying to assuage the feeling of that faceless 
individual, the taxpayer, many of the cities 
in which he resides are setting up the ma- 
chinery for exacting increased and new mu- 
nicipal taxes from him, but that is the way it 
goes. Some days you can’t lay up a cent. 


The financial plight of some of our cities 
is not to be taken lightly. During the war 
years, the influx of workers strained their 
service facilities beyond their limits. We 
have only to recollect that many cities, par- 
ticularly the small ones, doubled in popula- 
tion in this period. Sanitary facilities, police, 
health—all municipal services designed to 
serve their prewar populations were found 
hardly adequate for the rapid increase in 
the number of people who wanted to live in 
the cities and take advantage of these serv- 
ices, to say nothing of the fact that their 
operating personnel was depleted by the 
armed services. 


The states, however, during this period 
found the influx of workers to be a bonanza. 
Through its sales and personal income 
taxes many a state found itself with a huge 
surplus in its treasury. According to the 
Council of State Governments, these sur- 
pluses amount to $5,950,000,000 for the fiscal 
year 1946. State tax collections have risen 
77.2 per cent since 1937. Cities, on the other 
hand, were expected to rock along on their 
proportion of real estate taxes and the few 
license taxes they enjoyed. 


It is no wonder, then, that Columbus, 
Toledo and St. Louis, and Oakland and 
many other smaller California cities, have 
recently taken matters into their own hands 
and decided to invade the sales tax and 
personal income tax fields. Other large met- 
ropolitan areas with sales taxes are New 
York, Los Angeles, New Orleans and San 
Diego. Other cities such as Chicago and 
Denver either have been or are considering, 
for the immediate future, cigarette taxes to 
bolster their concave pocketbooks. 


Some state officials perhaps regret having 
been so shortsighted when their cities 
pleaded for some state aid to help them 
through their emergencies, for they now 
find the cities competing with them, at least 
as to the field of operation. Not that the 
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“cities will cut the take of the states; but the 
‘new taxes do add to the burden of the in- 
dividual resident. 


The personal income tax does not lend 
itself to municipal operations. One _ prob- 
lem ig that of the out-of-town or out-of-state 
employer who is required to withhold the 
city tax from the salaries of his employees 
who are subject to it. The-personal income 
tax belongs,- perhaps by right of emminent 
domain, so to speak, to the federal govern- 
ment. Many of the states have refrained 
from seeking. revenue from this source and 
Uncle has refrained from levying a retail 
sales tax, although he has been urged on 
more than one occasion to do so. 


Looking at this problem of tax reduction 
and the need of revenue objectively, one 
sees a number of fences—drift fences, as 
they say out West—running across our map 
which are designed to preserve for each tax- 
ing jurisdiction its own set of victims. This 
problem is of much broader aspect than that 
-encompassed in: the efforts of Congressman 
Knutson. It will be a half-dozen of one 
and six of another if such tax reduction 
effected by Mr. Knutson is immediately 
pounced upon by some tax-hungry city. 


Some few years ago some of the nation’s 
tax experts, under the chairmanship of 
Harold W. Groves of the University of 
Minnesota, presented a report on our tax 
system, on a broad national basis, to the 
then Secretary of the Treasury, Mr. Mor- 
genthau. It was acknowledged with thanks 
and promptly shelved. The report defined 
the areas of the fields from which revenue 
might be expected by the federal, state, 
county and municipal governments. 


Surely an integrated system of raising 
revenue, giving full recognition to the needs 
of each of our thousands of political juris- 
dictions, would effect great economies, and 
undoubtedly would save the businessman 
much physical wear and tear if he under- 
stood that one authority could collect only 
certain taxes and not four or more, with 
as many demands for factual data. The 
individual would feel much better, too, if he 
knew that his tax money was collected and 
disbursed according to principles of effi- 
ciency, giving maximum service for every tax 
dollar collected. 


Knutson and other Congressional leaders 
have now committed themselves to a tax- 
reducing program; but there is a bigger job 
that will require attention some day when 
the taxpayer gets tired of cash in one piggy- 
bank and IOU’s in another. 
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Tax Man—Photographer 


Robert S. Holzman, who is now a tax 
columnist (see page 70), is also an accom: 
plished amateur photographer. We should 
say a professional amateur, for the quality 
of his. montages have a very professional 
arrangement. A montage is one picture 
made of several. That is sort of the pattern 
of a tax case—one picture made of the pre- 
cedents of many—and that is the pattern of 
a column—one story made of many. The 
montagist ability (if there is such a word— 
not in our dictionary) should stand him in 
good stead. 


Argentine Taxes 


Our Californian-by-adoption, Lewis Gluick. 
told us (July, page 674) that the word “tax 


comes from the Latin tangere and taxart,” 


meaning “to touch sharply.” The Argentines 
say impuestos, which probably comes from 
the Latin impositus, which in turn gives 
our word “impost.” The South Americat 
counterpart of our ToucH SHarpry—th: 


(Continued on page 10) 
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“What the World Needs 
Is Fewer Plans and Better 
Principles”. . . Congressman 
Mathews 
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Our Cover 


This month we feature A. L. M. Wiggins, 
Under-Secretary of the Treasury. He is 
relatively new at his job of sponsoring the 
Treasury’s tax program and seeing that this 
department’s view of tax reduction is 
presented properly to Congressional leaders. 
But he is not new to public life. Perhaps 
he is best known as a banker, for he spent 
the major part of his private business life 
in that capacity and served for a term as 
president of the American Bankers Associ- 
ation. Representative Taber stated recently, 
in an article in the Nation’s Business: “When 
he was president of the American Bankers 
Association, A. L. M. Wiggins was a cham- 
pion of government economy, but as Under- 
Secretary of the Treasury, he went to bat 
against our reduction in the fund for the 
Bureau of Internal Revenue.” Rather than 
being contradictory, as intimated, this 
indicates that he takes the long view of the 
problem. A reduction in the funds neces- 
sary for the operation of the Bureau (TAXES 
—The Tax Magazine, November, 1947, page 
946) was not good economy. 


Excess Profits Tax Council 


Morton P. Fisher is resigning as a mem- 
ber of the Excess Profits Tax Council to 
resume private practice in Baltimore. He 
has been a member of the council since its 
inception. At the present time, there are 
no plans for his replacement. 


More About Tax Plans 


Last month in this column we mentioned, 
very briefly, some of the sponsors of tax 
plans that have been laid on the lectern of 
the Ways and Means Committee. Still they 
come. Latest is the Republican proposal to 
combine the increased exemption proposals 


with most of the features of the old Knut- 
son Bill. 


Washington Tax Talk 


Although the Man-in-the-Street is a little 
skeptical of any benefit accruing to him 
through plans bearing the sponsorship of 
the National Association of Manufacturers, 
the Machinery and Allied Products Insti- 
tute and the Committee for Economic De- 
velopment, the long-run objective of such 
plans is to his benefit. The approach is not 
direct, and the M. I. T. S.’s views them as 
attempts to alleviate the tax upon the in- 
comes of the rich by a shifting of the bur- 
den of federal income taxes to his shoulders. 


It is not so much the case of the rich, 
as such, as it is the case of the thrifty that 
is pleaded. Thrift has always been con- 
sidered a very virtuous component of the 
American way of life—it is still as popular 
as toast for breakfast. ; 

Recent savings estimates, according to 
the Department of Commerce’s Survey of 
Current Business, indicate that the aggre- 
gate liquid assets of individuals continue 
to mount, though not at the -accelerated 
rate which prevailed during the war years. 
Savings out of current income are esti- 
mated, now, to be at the rate of six per 
cent a year, whereas throughout the war 
they rose to almost one fifth. Personal liquid 
assets of individuals are now over $157 
billion, while at the time of Pearl Harbor 
individuals had only $55 billion. The Sur- 
vey divides savers into groups of negative 
savers, zero savers and positive savers. 
In the positive-saver group there are more 
savers with incomes over $7,500. But in 
relation to tax plans, what we seek is that 
point on the scale of income where the 
saver becomes what may be termed a 
venture-type Saver. 


In a very interesting booklet, Capital For- 
mation, the National Association of Manu- 
facturers emphasizes the detriment suffered 
by the whole economy when taxes are laid 
on this type of saver so heavily that he 
cannot risk his investible funds in venture- 
type investments. 








The N. A. M. study illustrates that there 
are four sources from which capital for- 
mations can come: business reserves, govern- 
ment, retained earnings and individual sav- 
ings. Capital formation is, on the average, 
the amount of each dollar of goods and 
services which, instead of being consumed, 
is saved and used for further investment 
and further production. 

During the period 1869-1929, by devoting 
one fifth of its output to capital formations, 
the nation was able to increase its produc- 
tion average at the rate of 3.8 per cent per 
year. In the period from 1929-1938, how- 
ever, this trend, while not exactly reversed, 
remained static, and this was the first time 
since the Civil War that capital formations 
fell below the historic percentage. 


The N. A. M. report shows that venture 
capital begins to come from those whose 
incomes are over $10,000 per year. Those 
whose incomes are less use other forms of 
savings. 

The proposal of the Committee for Eco- 
nomic Development sets this figure a little 
higher, claiming that marginal surtax rates 
are a serious problem for people whose 
incomes are between $18,000 and $200,000: 


“These marginal or top surtax rates in the 
higher brackets must be revised downwar/ 
so that creative and managerial talent may 
be able to retain at least 50 per cent off 
each additional dollar they now earn aftet 
taxes, on incomes ranging up to $150,000, 
The price, in loss of revenue, would be 
cheap, when compared to the resulting in. 
crease in production and job opportunities! 
for everyone.” 

The C. E. D. proposals, rather than com- 
miting themselves to tax reduction alone 
treat the broader picture of fiscal policy. 
For instance, one of the fundamental ideas 
of the program is the use of the cash-con- 
solidated budget. Another is the effective! 
restraint on government spending. A third! 
concerns the proper management of the 
debt, and the fourth is addressed to the 
planning of tax law. As to taxes, the con- 
mittee suggests not only present arrange- 
ments which will be helpful and stimulating 
to the economy now, but a_ long-range 
program of systematic reduction in the rates 
of the federal income tax. 


The Machinery and Allied Products Insti- 
tute, in its booklet, The Capital Goods Indus- 
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tries and Tax Reform, sets the breaking point 
for venture-type income at about $50,000. 


The Institute’s booklet summarizes its 
tax recommendations as follows: 


1. Reduce the corporate tax rate and 
moderate the progression of rates on indi- 
vidual incomes. 

2. Abolish the double taxation of divi- 
dends. 

3, Provide a six-year carry-over and a 
three-year carry-back of losses. 

4. Liberalize depreciation policy. 

5. Reduce the capital gains tax and allow 
the full deduction of losses. 

6. Modify the present provisions relating 
to the undue accumulation of corporate 
surplus. 


It is unlikely that anyone in the personal 
income bracket groups beginning at $7,500, 
$10,060 or $18,000 can be called rich simply 
because he earns an income that fits into 
such a classification. 


Thrift is not an attribute of the individual 
only. Corporations, too, can be thrifty— 
or could be but for a narrow view on tax 


policy. Section 102 shakes a threatening 
finger at retained earnings, a source of 
capital formations; and the depreciation 


policy of the Bureau of Internal Revenue, 
has prevented the accumulation of fat re- 
serve accounts on corporation books. 


In a recent press release, Commissioner 
Schoeneman attempts to assuage the busi- 
nessmen’s fears of Section 102. Noting that 
resentment of this section mounted at an 
accelerated rate after the appearance of the 
1946 corporation tax returns, which carried 
a line with the innocuous question “Do 
you distribute 70 per cent of your earning 
to your stockholders?” the Commissioner 
says that the purpose behind this question 
was the selection of returns for examination. 


Some feel that, rather than diminishing 
the fire, he has added synthetic kindling. 
In his explanation, he uses phrases that 
bottom the greatest objection to the section 
as a whole: “It has never been the policy 
of the Bureau to apply this provision to 
any corporation unless it withholds from 
its stockholders surplus earnings that are 
clearly in excess of the reasonable needs of 
the business In determining whether 
surplus has been retained for business pur- 
poses, it is our unvarying policy to give 
due consideration to the judgment of the 
corporation’s own management.” 


Tax recommendations have stressed that 
the burden of proving the policy of the 


Washington Tax Talk 


directors and management of a business 
incorrect in the matter of retention of earn- 
ings, should be upon the Commissioner or 
his agent. Isn’t ‘management in a better 
position to determine the reasonable needs 
of the business? Such decision is entitled 
to more than “due consideration” from the 
examining revenue agent. 


The Magill Report (Taxes—The Tax 
Magazine, December, 1947) and the The 
Capital Goods Industries and Tax Reform 
urge a change in the administrative attitude 
toward depreciation. The Magill Report 
states: “Taxpayers and their auditors ought 
to be better judges of depreciation rates 
and methods than internal revenue agents, 
because they are much more familiar with 
actual operating conditions in their plants. 
The Hobbs Bill, H. R. 1104, seeks to amend 
Section 113 (b) (1) (B) to read as follows: 
“in respect of any period since February 
28, 1913, for exhaustion, wear and tear, 
obsolescence, amortization, and depletion, to 
the extent allowed as deductions in com- 
puting taxable net income and resulting in 
a reduction of the taxpayer’s taxes (but not 
less than the amount allowable) under this 
act or prior income tax laws.” 


This is designed to prevent the lessen- 
ing of the basis of an asset when the tax- 
payer has not had tax benefit from depreci- 
ation deduction. 


The essence of these plans is that tax 
reduction is effected by increasing the na- 
tional income, for as it rises revenues in- 
crease. Consequently, taxes which siphon a 
large portion of the investment dollars of 
a person’s or a corporation’s income, place 
a heavy and retarding burden upon this 
necessary expansion, which creates more 
employment opportunities. 


TAX REDUCTION 


An essential difference between the plans 
discussed above and the measure just intro- 
duced by Mr. Knutson is that the former 
seeks tax revision while the latter seeks 
tax reduction. His latest bill (H. R. 4790) 
provides for a reduction in the tax as follows: 


If the aggregate tax is not over $200, the 
reduction shall be 33% percent; if over 
$200 but not over $279.67, the reduction is 
$67; where the tax is between the amounts 
$279.17 and $840, the reduction shall be 24 
percent, and where the tax is over $840 the 
reduction is $201.60 plus 14% percent of 
the excess over $840. Other tax reduction 
bills introduced in the last few days before 
the Christmas recess follow. 








House of Representatives 4597, by Young- 
blood, November 28, 1947.—To amend Sec- 
tion 25 (b) (1) of the Internal Revenue Code 
in order to increase personal exemptions. 

House of Representatives 4618, by Martin 
(Iowa), December 2, 1947.—To amend the 
Internal Revenue Code to permit producers 
selling livestock or poultry in December, 
1947, to defer reporting the gain from such 
sale until the following taxable year. 

House of Representatives 4637, by Grant 
(Ind.), December 4, 1947.—To permit sixty- 
month amortization of plants, equipment, 
etc., acquired after 1947. 


House of Representatives 4655, by Case 
(S. D.), December 8, 1947.—To increase the 
normal tax and surtax exemptions of a 
single person to $1,000 and of a married 
person to $2,000. 

House of Representatives 4660, by Thomas 
(Tex.), December 8, 1947—To exempt cer- 
tain proceeds of life insurance from the fed- 
eral estate tax. 


House of Representatives 4681, by 
Mitchell, December 9, 1947.—To repeal the 
tax on oleomargarine. 


House of Representatives 4708, by Dingell, 
December 11, 1947.—To increase personal 


exemptions under the individual income tax} 
to reduce certain excise tax rates, and t 
equalize federal income taxes upon marrie( 
persons, 


House of Representatives 4711, by King 
December 11, 1947.—To exempt from admis. 
sions tax the admission of individuals unde 
twenty years of age where the proceed; 
inure exclusively to the benefit of certain 
religious, municipal or veterans’ organizations 


Senate 1845, by Langer, December 8, 1947.) 
—To increase personal exemptions for in.| 
come tax purposes. 


Senate 1846, by Langer, December 8, 1947 | 
—To amend the Internal Revenue Code 
with respect to taxation of income of hus. 
band and wife so as to permit the tax on’ 
a joint return to be based on two incomes, 
each one half of the joint income. 


Senate 1863, by Pepper, December 12 
1947.—To amend the Internal Revenue Code 
to authorize the deduction of certain educa- 
tional expenses of teachers in computing! 
income tax. 


Senate 1864, by Pepper and Holland, De- 
cember 12, 1947.—To eliminate the income 


tax discrimination against married persons 


living in non-community property states. 
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Touch Sharply Magazine, is Impuestos— 
Boletin Informativo Mensual al Servicio de los 
Contribuyentes. It is celebrating its fifth 
year of publication this month ... We think 
there is room in the world for two TAXEs. 
Congratulations to it for the service it per- 
forms for the Argentine contribuyente 
(Spanish for little Joe Taxpayer). 


Pathe Industries, Inc., Reports 
to Stockholders 


On August 7, 1947, the British Govern- 
ment announced the imposition of a seventy-five 
per cent ad valorem tax on American- 
produced motion pictures. This means, in 
effect, that Eagle-Lion will be able to receive 
only twenty-five per cent of its share of 
the proceeds of the showing of any Eagle- 
Lion films which were scheduled for delivery 
after August 20, 1947, for distribution in 
Great Britain. Subsequent to that announce- 
ment, the American motion picture com- 
panies discontinued the exportation of films 
to Great Britain, pending the repeal or 
adjustment of the tax. Distribution of 
Eagle-Lion’s “Lost Honeymoon,” “Repeat 
Performance” and “Red Stallion” -in Great 


Britain had already started and, according- 
ly, proceeds from these pictures are not 
subject to the seventy-five per cent tax. Ii 
the tax remains in effect, however, future 


revenues expected from Great Britain will 
be seriously affected. 





That Tortured Word, ‘‘Income”’ 


Many a judge has taken liberties with the 
word “income” since Section 22 started go- 
ing to court, but look what the ad copy- 
writers did to it in an advertisement for 
a tax book. “Extra income when you nee( 
it... You will find on every page of [title 
of the book] practical suggestions to save 
you time and trouble—to bring you the 
extra tax saving that means so much right 
now. There are so many opportunities t 
add to your income in this way—many et 
tirely new—that it will repay vou hundreds 
of times over to know how.to use them.” 

Sounds as if this ad copywriter also write: 
copy for Local Loan or Household Finance 
He fails to say whether or not the book cat 
show you how to avoid paying tax on al 
this “extra income.” 


—— 
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RESCINDING TRUSTS 


of Family Partnership Interests 


By 
SOL MANDELL and HYMAN M. RUBINROIT 


RECENT DECISION of the Supreme 
. Court of Michigan may prove to be 
of great importance to a substantial number 
of taxpayers. 

As income tax rates increased over the 
past several years, one general method of 
tax saving which gained favor was the 
splitting of income among members of the 
same family. The effect of such splitting 
of income was to cause the high-bracket 
income of one member of the family to be 
taxed in the lower brackets of the others. 
For example, if Mr. A has an annual income 
of $100,000, the tax is much greater than 
if this income is divided between Mr. A 
and members of his family. 

Where a taxpayer owned a business in- 
dividually, one method of splitting the in- 
come from the business among himself and 
members of his family was to assign to 
each of them an interest in the business. 
In the case of the wife; the problem was 
simple, involving a mere written assign- 
ment. Assignments to minor children, how- 


ever, were more complicated. (Guardianship 
problems could then arise, as well as the 
problem of loss of control when the 
children reached their majority and were 
legally entitled to administer their own 
property. To avoid these problems, a com- 
mon device was to create trusts of the 
interests in the business for the benefit 
of the children. In this way, the creator 
of the trust could, by appointing himself 
trustee, retain control of the trust assets 
(the interest in the business) for the period 
of the trust. 


Over the years, many taxpayers formed 
trusts of interests in their businesses for 
the benefit of their children. Implicit in 
most of these trusts was the income tax 
savings which resulted from the taxation 
of the income of the business interest 
to the trust rather than to the taxpayer. 
The popular classification of such multiple 
ownership of a business by the husband, 
wife and children (via trusts), became known 


as the “family partnership.” That is, in- 


The authors are certified public accountants in the firm of Kalish, 
Rubinroit & Company, New York City 
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stead of an individual proprietorship of the 
husband, there developed a partnership of 
the husband, wife and children (via trusts). 
In addition to the income tax saving, 
there was a potential estate tax saving 
since moneys which would otherwise flow 
to the taxpayer went to members of his 
family. In this way, the taxpayer’s taxable 
estate would be smaller at his death. 


As tax rates increased arithmetically, and 
as business income rose steadily, the num- 
ber of family partnerships increased pro- 
portionately. After all, the tax saving 
alone often amounted to a small fortune, 
so that any method of achieving that result 
could not be regarded lightly. The increase 
of family parnerships, however, with the 
concomitant loss in revenue, attracted 
the close scrutiny of the Commissioner. 
Could he permit taxpayers to get away 
with such tax avoidance schemes where the 
complete control of businesses 
in the taxpayers’ hands and where the 
members of their families contributed 
nothing to the success of the businesses? 
The answer proved to be no! 


soon 


remained 


Commissioner's Attack 


It was not long before the Commissioner 
began to attack family partnerships, and 
sought to tax all of the income of the 
businesses to the husbands. Looking to 
the realities of the situation, it was the 
opinion of the Commissioner that under 
these circumstances the husbands were the 
real income-producers and should be taxed 
on all the income. Litigation followed 
for several years, and not until February 25, 
1946, was the matter finally settled by the 
United States Supreme Court, in Tower v. 
Commissioner [46-1 ustc § 9189], 327 U. S. 
280, Tusthaus v. Commissioner, [46-1 
ustc 79190] 327 U. S. 293. The Court 
sided with the Commissioner, and held that 
the husband is taxable on all family part- 
nership income where the other family mem- 
bers did not contribute any of the original 
capital of the business or any services to 
the business. 


The decision of the Supreme Court, 
although not quite unexpected, fell as a 
blow to the numerous taxpayers who had 
created these family partnerships. In the 
first place, all of the income was to be 
taxed to them, in the highest brackets. 
Second, they did not even have the money 
to pay these taxes since the members of 
their families were legally entitled to keep 
their shares of the partnership profits. For 
example, if the partnership income was 
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and 


$100,000 and under the legal agreemey 
the husband received only one half 
the profits, the tax to the husband on th 


$100,000 would exceed the share of the 


$100,000 which he actually received. Third 
there was the danger that these taxpayers! 
might also be subject to gift tax on the 
theory that if the money is regarded a; 
theirs for income tax purposes, and if the! 
members of their family are permitted ty 
keep it, they must be presumed to haye 
made a gift of the money to their family 
members for gift tax purposes. It is no 
pertinent to discuss the correctness of that 
theory at this point. Finally, there was 
the serious problem that on the death of 
these taxpayers their estates would be re! 
quired to pay estate tax on the assets of 
the trusts to the extent that the assets 


consisted of the partnership interest and) 


profits. The basis for such taxation js 
that they had created trusts and retained 
the income, possession or enjoyment during 
their lives. (Code Section 811(c).) That 
is, for estate tax purposes the income, pos-} 
session or enjoyment might be treated as 
theirs during their lives since it was so 
treated for income tax purposes, 


Compromise Solutions 


It can be seen, then, that a very sad 
state of affairs existed for these venturesome 
taxpayers. They had to do something to 
improve their lot. Some of them imme 
diately dissolved the partnerships. The 
family members reccived their shares of 
the partnership assets, and the husbands 
continued the businesses on their own. 
Where this was impractical or undesirable, 
the businesses were incorporated. In this 
way the trusts owned corporate stock 
rather than partnership interests. Accord: 
ing to general belief, under such circum: 
stances the taxpayers will not be taxed on 
the dividend income of the trusts. 

The aforementioned solutions were gen- 
erally compromises of an unhappy situation. 
That is, if the taxpayers had the benefit 
of hindsight, they would not have formed 
these trusts. Since the damage had been 
done, however, they had to live, as 
happily as possible with this ill-begotten child 


Stone Case 


A recent decision of the Supreme Court 
of Michigan (A. T. Stone et al. [47-2 ust¢ 
§ 9389], October 13, 1947) creates the poss 
bility that taxpayers may be able to rescind 
trusts created under the above circumstances. 
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This relief is generally what they have been 


Of course, the Stone decision is a 


half oj waiting for, since it permits them to undo Michigan case. The extent to which it will 
On th the trusts from their very inception. be followed in other states depends upon 
of the = —s-_In the Stone case the taxpayers sought Various factors: (1) the extent to which 
Third) in equity to undo the trusts, ab initio, the principles of equity in those states are 
‘payers’ on the theory that they had been created Consistent with the principles of equity as 
re under the mistaken belief that income aPPlied by the Michigan courts; (2) the 
ded | arising from the trusts was taxable to the ¢Xtent to which the courts in those states 
aE the trusts rather than to the taxpayers. The are willing to invoke equitable jurisdiction 
tted to court found that the transfers in trust Under the circumstances in question; (3) 
) have were motivated entirely by the desire to the extent to which the facts in the other 
family reduce income taxes, and that they were Cases are essentially similar to those in the 
ri not! accepted as such by the guardians of the Michigan case. In the last respect, it may 
e children. Since the taxpayers “were in that be questionable whether relief would be 
‘| ecard mistaken as to their own ‘antecedent forthcoming in cases where, after the United 
= ot) and existing private legal rights’,” the court States Supreme Court decision, the tax- 
Basel. concluded that “under such circumstances Payers cither dissolved the business or in- 
Sets OL" we think equitable relief is properly invoked.” corporated it. Perhaps such steps might 
Bee Therefore, since “the instant cases involve be treated as a ratification of the original 
roth no compromise of doubtful legal rights, mistake. In any event there would appear 
tates no question of the rights to retain the to be no reason why immediate action, 
| benefits of a bargain, no circumstance Where desirable, should not be taken for 
= making restitution inequitable to the donees the immediate dissolution of the trusts. 
m me or inexpedient because opposed to public At worst, such action might be prohibited 
ee : interests,” the taxpayers were entitled to a if proceedings in equity were instituted. 
was 80 decree in equity revesting in them the un- Even then, the taxpayer would be in no 
divided shares in the family partnership worse a position than he was in the first 
transferred in trust for their minor children. _ place. [The End] 
— $$$ $$ __ 
ry sad 
sham POPULATION SHIFTS AND STATE REVENUE 
eae <n From 1940 to 1947, according to Bureau of the Census figures, the popu- 
Phe lation of the United States has increased by 8.9 per cent, or twelve million. 
ares Ol In evidence that the history of westward migration in this country has not 
isbands yet ended, the three Pacific coast states—California, Oregon and Wash- 
p Own ington—claimed four million new inhabitants, and Nevada’s and Arizona’s 
sirable, populations jumped 31.6 per cent and twenty-seven per cent, respectively. 
In we An analysis in the November, 1947 issue of Tax Administrators News ’ 
Stock indicates that the tax problems of state and local governments are seriously 
\ccord- aggravated by this population shift. Large influxes of people necessitate 
circum: extension of governmental services, and a corresponding extension of taxa- 
xed on tion, Many local governments which have depended upon the property 
ax as their chief source of revenue have attempted to meet the needs of 
re gen- their growing populaces with bond issues. Communities which have suf- 
tation. fered a decrease in population face equa'ly severe financial difficulties. In 
benefit many Southern states, for instance, adult population has declined a= the 
formed number of children has increased. Thus, the burden of financing educa- 
d_ been tion, welfare, etc., becomes heavier for individual taxpayers. 
ve, as Among the states with the largest increases in population, are several 
n child with the largest increases in revenue. In the Miscouri-Mississippi Valley, 
however, many states dropped in population but gained in revenue. While 
Maryland’s population grew, on the other hand, its percentage gain in 
revenue was negligible. The new Maryland sales tax is expected to cor- 
> Court rect this condition. No state, statistics reveal, has had an actual decrease 
-2 ustc in total tax revenue—probably because of inflationary prices, 
e possi 
rescind 
stances. 
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The Tax NATIONALIZATION 





of Community Property| 


; 


By GEORGE T. ALTMAN ... Congressional attempts to equalize the hus- 


band-wife split income tax advantage are analyzed by this well-known tax expert 
“Tf the husband is the tree in New York, he is just as much that tree in Texas.” 





baer PLAN of splitting income between 
husband and wife in non-community as 
well as community property states, proposed 
by this writer in 1938, has now come to the 
fore in discussions of tax revision. Two 
variations of this plan have, in fact, been 
laid before Congress, in the Reeves and 
Gearhart Bills. 


In the Gearhart Bill (H. R. 4352, Section 
306) the splitting of income between hus- 
band and wife is conditioned upon an agree- 
ment between the spouses providing that 
the gross income of both earned or ac- 
quired after the date of such agreement shall 
be owned by them in equal shares. The 
agreement may be antenuptial or postnuptial. 
It may be limited to one or more of the 
following classes of income: (1) ordinary 
income from personal services and business, 
(2) ordinary income from investments, (3) 
capital gains. The agreement must, in any 
case, be: (1) valid under the applicable local 
law; (2) irrevocable; (3) terminable only by 
death, divorce or operation of law; and (4) 
filed for record. If such an agreement is 
made, then the ownership of the income for 
federal income tax purposes is established 
by such agreement. In the case of commu- 
nity property states the treatment of income 
for tax purposes continues as at present, 
except that in such states, too, income other- 
wise separate may be brought within the 
scope of such an agreement. 


To this extent the Gearhart Bill amounts 
essentially to a legislative overruling of 
Lucas v. Earl? in so far as agreements be- 
tween husband and wife are concerned. 
That case established the rule that assign- 
ments of future income could not be given 





1TAXES—The Tax Magazine, 
Pp. 138; ibid. October, 1941, p. 588. 
2 [2 ustc % 496] 281 U. S. 111. 
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March, 1938, 


effect for income tax purposes. The basic 


rationale was that the fruits could not be} 
attributed to a different tree from that on | 


which they grew. 


But the Gearhart Bill goes further and 


attempts to infuse into the common law, for | 
income tax purposes, elements peculiar to | 


the law of community property. In doing 


this it has revealed the infirmity of the com. | 


munity property income tax cases, and runs 
itself into a blind alley. When those com- 


munity property cases * came up before the | 
Supreme Court the rationale of Lucas 2. 


Earl was sidestepped. The word “of” in 
the provision, “there shall be levied 
upon the net income of every individual 


ership, and therefore requiring exclusion 
from the gross income of the husband, of 
the ‘ 
community income. 


The sole basis of distinction in the com- 
munity property cases from Lucas v. Earl 
was that the interest of the wife under com- 
munity property law resulted from operation 
of law instead of voluntary agreement. 
What there is voluntary about any agree- 
ment between man and woman related to 
marriage was not disclosed. Perhaps the 
justices had forgotten their earlier years 
when soft hands under a soft moon turned 
the earth upon its axis. 
Lucas v. 
slightly different form. 
expressed was that in Lucas v. Earl the 
very assignment by the husband to the wife 
was bottomed on the assumption that the 





” was interpreted as connoting own- | 


‘vested” one-half interest of the wife in 


— 


This distinction ol § 
Earl was, indeed, expressed 1 | 
The distinction as | 


3 Poe v. Seaborn [2 ustc J 611], 282 U. S. 101; 
Goodell v. Koch [2 ustc {§ 612], 282 U. S. 118: 


Hopkins v. Bacon [2 vustc { 613], 282 


U. SE 


122; Bender v. Pfaff [2 ustc { 614], 282 U. SE 


127; U. S. v. Malcolm [2 ustc { 650], 282 U. 5. 
792. 
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income was his before it became hers.* Just 
how long was the period of his ownership, 
however, the Court would not have pre- 
sumed ‘to say. The logic of the Schoolmen 
was not for modern days. 


Assignments 


The error of that argument was, of course, 
not one of deduction. The error was en- 
tirely in the use of the word “assignment” 
with the resulting implication that there was 
something to assign. What is called an 
assignment of future income is not, if irrev- 
ocable from the time it is made, an assign- 
ment at all, but only an agreement that 
certain future income shall belong to the 
person named as “assignee.” The validity 
and binding character of the agreement do 
not make it an assignment, or establish that 
at any time at all the so-called assignor had 
any ownership in the thing in terms as- 
signed. Labels do not make facts. Nor is 
it necessary to make assumptions to make 
the facts as they are in this case intelligible. 
They are clear enough. 


The underlying principle of Lucas v. Earl 
—that the fruits may not be attributed to a 
different tree from that on which they grew 
—is indeed unassailable. Whether upon 
marriage husband and wife become grafted 
into a single tree, is quite another question. 
That interpretation of marriage is undoubt- 
edly the foundation of the law of community 
property. The Supreme Court in a divided 
decision has held that modern marriage does 
not quite have that effect. Hollywood 
would agree with that. In any case, if hus- 
band and wife are a single tree, then they 
are a single tree. They are not a single tree 
while the fruit is growing, and then suddenly 
two separate trees when the fruit is picked, 
half of each fruit on one tree and half on 
the other. 


There is, in truth, no way to distinguish 
the community property cases from Lucas 
v. Earl except by viewing the law of com- 
munity property as a sort of semantic prism 
through which each fruit of a husband tree 
is seen growing one half on that husband 
tree and one half on a wife tree. But the 
Supreme Court has in income tax cases 
long rejected mere variations in termi- 
nology or classification under local law.’ If 
the husband is the producing tree in New 


ss 


* Poe v. Seaborn, supra, footnote 3. 


or v. Tax Commissioner, 284 U. S. 206 
(1931). 


* Burnet v. Harmel [3 ustc { 990], 287 U. S. 
103 (1933). 


Community Property 


York, he is just as much that tree in Texas. 
If he was that tree in Michigan before com- 
munity property, he is no less that tree now 
because the state has gone community prop- 
erty. If the legal relations have changed 
if the husband before community property 
was working as himself, and afterwards as 
agent of the community, then in Lucas v. 
Earl he was working as agent of himself 
and of his wife, call the arrangement what- 
ever you please. Labels do not make the 
facts, nor should they make the law. 


Gearhart Bill 


This inability of community property to 
shake off the rationale of Lucas v. Earl is 
clearly shown in the Gearhart Bill. After 
precisely washing Lucas v. Earl off the books 
as far as husband-wife agreements are con- 
cerned, the Gearhart Bill, in order to equate 
the result in so far as possible with the 
result of community property law, adds a 
proviso reducing the effect which the marital 
agreement must-otherwise have. The agree- 
ment is permitted to be “subject to such 
provisions respecting managerial control 
over the common property as the parties 
may from time to time agree upon.” It is 
in such control that the difference of the 
community property income tax cases lay—an 
a fortiori difference that required following 
rather than distinguishing Lucas v. Earl. 

It was stated above that the Gearhart Bill, 
in trying to approach the community prop- 
erty result, runs itself into a blind alley. 
The reference was to the proviso above 
mentioned. Just what may be the character 
of this managerial control? If the intention 
is to allow an equality with the community 
property states, in which the husband’s con- 
trol is the broader, the husband may, under 
a provision for such managerial control, 
grant himself the right to squander his wife’s 
share on the races, or at the mahogany bar, 
or elsewhere. He may even provide that his 
wife may not demand an accounting from 
him, except possibly, in connection with an 
action for divorce.’ But the Gearhart Bill 
says that the agreement must be bona fide, 
and also valid under the applicable local law. 
Would such an agreement be regarded as 
“bona fide’? Could a straight-faced court 
treat the retained powers as “managerial” ? 
And would local law sanctify the document 
as an “agreement”? 





™See the writer’s analysis in these respects 
in TAXES—The Tax Magazine, December, 1943. 
See also Willcox v. Penn Mutual Life Insurance 
Company, Pennsylvania Supreme Court, No- 
vember 26, 1947. 
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If they try, they will soon know com- 
munity property law for what it is—not law 
of property, or management, or agency, or 
contracts, but one of marriage, of husband 
and wife. The Supreme Court has already 
recognized the power of Congress for tax 
purposes to treat the “managerial” rights of 
the husband under the community property 
laws on the same basis as ownership.’ It 
is idle to try to measure the difference be- 
tween them. That difference consists not 
only of the relation of person to property, 
but also of the relation of husband to wife. 
To fit the term “management” as used under 
the community property laws into an agree- 
ment relating to income, is to introduce 
into the law of contracts a concept wholly 
foreign to it. 


Reeves Bill 


Other points against the Gearhart Bill will 
be considered below, after the Reeves Bill 
has been examined. The Reeves Bill is 
simple, as simple a bill as ever there was. 
It provides merely that if husband and wife 
file a joint return, the tax shall be double 
the tax on half the income. More precisely, 
it leaves the normal tax computation as it 
is, makes the surtax double the surtax oth- 
erwise computed on half the surtax net 
income, and increases the standard deduc- 
tion, in the case of joint adjusted gross in- 
comes of more than $5,000, to $1,000, or ten 
per cent of the joint adjusted gross income, 
whichever is less. This plan, it seems, has 
the backing of the Treasury Department. 
It also has, in substance, the approval, of 
the Special Tax Study Committee appointed 
by Congress,’ and of the Tax Section of the 
American Bar Association. 


The chief difference between the Gearhart 
and Reeves Bills is the absence in the latter 
bill of any requirement for an agreement of 
the spouses. That is the difference, indeed, 
which makes the Gearhart Bill complex, 
uncertain and perhaps inadministrable, and 
leaves the Reeves Bill as simple as two plus 
two. As the Supreme Court has already 
observed, however, in the now famous Tower 
and Lusthaus cases,” the kind of agreement 
required in the Gearhart Bill is just a mirage. 
Under such an agreement the wife gets a 
“vested” interest which she can only dream 
about—something on which she can realize 





8 Fernandez v. Wiener [45-2 ustc { 10,239], 66 
S. Ct. 178: U. 8S. v. Rompel, Jr. Admr. [45-2 
ustc J 10,240], 66 S. Ct. 191. 

® See report dated November 5, 1947, p. 1029. 

10 [46-1 ustc { 9189], 66 S. Ct. 532; [46-1 ustc 
9190], 327 U. S. 293. 
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only if her husband is good enough to saye 
a little but not too good to be divorced at the 
opportune time, when the community pile 
is just right. In the provisions which really | 
count, the dollars and cents of taxation, the} 
Gearhart and Reeves Bills are substantially 
the same. 7 


Both bills assume that the division of! 
community income on separate returns can- | 
not be touched by Congress, and that equali- 
zation can be accomplished only by adjust. f 
ing the tax system applicable to all states 
to the system now recognized in the most 
favored community property state. It 
amounts, in effect, to a ‘most favored state” 
clause in the revenue law, like the “most fa- | 
vored nation” clause in international treaties. 


Constitutional Basis 

The assumption that this is the only pos- 
sible method of equalization, is, of course, 
political. It is impossible any longer to 
contend that it has a constitutional basis, 
Whatever might be the judicial reaction to 
the mandatory joint return, which Congress 
has sniffed at once or twice with no apparent 
pleasure, it is clear that Congress could treat F 
community income as the income of the 
earner, or, in case such income is derived 
from community or separate property, as 
the income of the earner or owner of the 
property, respectively. As already observed 
above, the community property income tax 
cases decided in 1930," which sustained the 
income tax treatment now in effect in com- 
munity property states, resulted from judi- 
cial sleight-of-hand and from statutory 
rather than constitutional interpretation 
Such constitutional references as they con- 
tained were indirect and at best only dicta; 
the constitutional problem was not in issue. 
Be that as it may, in the community prop- 
erty estate tax cases, * decided in 1945, the 
Supreme Court made it clear that Congress 
was not bound by any ancestral notions of 
ownership in determining whose is what for 
the purpose of taxation. In the face of those 
cases it would be absurd to say that Con- 
gress could not use the “managerial” powers | 
of the husband as a basis for taxing to him 
the entire income earned by him though half 
of it under local law is tagged—in a sus- 
pended sort of way—as the “vested” interest 
of the wife, or that Congress could not use 
the receipt and actual control by the earner, 
be it husband or wife, as a basis for taxing 
to the earner the income earned by him. 





12 Fernandez v. Wiener, etc., supra, footnote 8. | 
1 Poe v. Seaborn, etc., supra, footnote 3. 
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Congress does not have to be cross-eyed and 
attribute the fruits to a different tree from 
that on which they grew, merely because of 
labels in the local law. 


It is not at all suggested that Congress 
should tax the income of husband or wife 
entirely to the one who earned it. The con- 
tention is only that Congress may do so if 
it likes, and that the method of equalization 
presented in the Gearhart and Reeves Bills 
is a result of political expedience and not 
constitutional limitation. Thus viewed, both 
bills overstep their required mark. 


As far as income from property is con- 
cerned, there is nothing to prevent husband 
and wife from making real, bona fide gifts 
to each other—gifts with no “managerial” 
strings attached—so as to divide the income 
in any way they please. Even the Tower 
and Lusthaus cases do not deny that, al- 
though the Tax Court has so far turned 
those cases into a meaningless ritual. Their 
misapplication by the Tax Court is some- 
thing which Congress can, if need be, rec- 
tify. If husband and wife want the income 
tax advantage of half-and-half ownership, 
then let them make the property, whether 
before community or separate, the really 
separate property half of one spouse and 
half of the other. Why they, or either of 
them, should have in respect to such income 
the benefit of income tax division without 
the disadvantages of actual division of own- 
ership, is wholly beyond explanation. 


Loss of Revenue 


There is also a needless loss of revenue 
to be considered. No computation appears 
to have been made by the Treasury Depart- 
ment as to how much income tax is involved 
as between taxation of income from property 
to the earner of the property, if community 
property, or its owner, if separate property, 
and the taxation of such income in all cases 
as half that of the husband and half that of 
the wife. But the amount must run into the 
many millions. Even the astronomical 
budget of the federal government cannot 
afford to ignore it. Any loss in such reve- 
nue resulting from actual division of prop- 
erty between husband and wife will be offset 
at least in some slight measure by the gift 
tax payable on the division. The gift tax 
provisions may for this purpose require 
some clarification. 


Discrimination Among States 


Nor is the taxation of the income from 
Property to the earner or owner, as the 


Community Property 


case may be, politically unsound. Although 
the incomes involved may be large, the per- 
centage of taxpayers involved is relatively 
small. But far more important is the fact 
that the opposition to such a rule will not 
be able to summon justice to their cause. 
As it is now, the non-community states have 
a real complaint. Even the lowly second 
vice-president in New York with a salary 
of $600 per month and the standard family 
of a wife and two children can readily com- 
pute that his income taxes would be roughly 
$100 less if he lived instead in the perennial 
sunshine and gentle, fragrant breezes of 
Southern California. In fact, now he would 
have to move only to Detroit. Imagine the 
panic in the City of New York if, Congress 
not acting, New Jersey and Connecticut 
went community property! 


But the outcry will be slight if the states 
are all put on a par, gvith the income from 
property taxed to the earner of the property, 
if community, or its owner, if separate. 
Only the recipients of income from property 
in the community property states will be 
heard from, and the answer to them will be 
simple: If you want to keep that income 
divided for tax purposes, just change the 
property from community to joint tenancy, 
or tenancy in common. Could they, where 
the transfers involved reach the gift tax 
brackets, complain of that tax, which is a 
price that must now be paid in any non- 
community state for the same purpose? Of 
course, they would not complain of the in- 
crease to follow in the wife’s control; they 
would not concede that the one half “vested” 
interest of the wife was not what they had 
contended it to be. 


The situation in regard to earned income 
is different. In the first place, an agreement 
of the Gearhart type in respect to such in- 
come, even omitting the “managerial” res- 
ervation, is not of great significance. In 
the case of most taxpayers, all but a small 
fraction of earned income is spent for living 
expenses. Only to the extent of that small 
fraction saved does the agreement have any 
meaning. It would be illogical to base 
divisibility of the entire income on an agree- 
ment in effect dividing only the portion 
saved. ‘Those who never saved, and they 
are legion, would get the benefit at no cost 
at all. The requirement of an agreement 
would operate chiefly to increase complexity 
of the law to the taxpayer and administrative 
cost to the government. 

In the second place, the division of earned 
income between husband and wife is no 
mere privilege; it is a requirement of a just 
tax system. The additional exemption al- 
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lowable in respect of a wife does not account 
for the difference in living cost between one 
person and two, though in poetry the two 
be one. Nor does it account for the extent 
to which the husband’s services for com- 
pensation are made possible by the care and 
service of the wife. To permit the splitting 
of earned income on separate returns would 
amount only to a fair recognition of the 
reality of marriage. 

For the purpose of administrative back- 
ground the same definition could be used 
for earned income as applied in the days of 
the earned income credit, with omission, 
however, of the maximum on amount. A 
just treatment would also require that a rule 
of allocation instead of limitation be used 
in the case of income derived from a combi- 
nation of ‘capital and personal services. 


While such a rule would add some compl. 
cation, its application would be far simple 
than the application today of community 
property law in the same type of cases, with! 
the frequent necessity of determining jn} 
addition how much of the husband’s prop. 
erty is his separate property and how much! 
community. Earned income deductions| 
would also have to be given effect, so tha} 
the amount divided between husband ani! 
wife would be the true earned net income 
A higher minimum, such as $5,000 instead oj 
the old $3,000 base, would eliminate com 
putation and contention in the broad mas 
of cases. All in all, a definition could be} 
developed that would achieve reasonable 
simplicity, substantial justice and a minimun 
loss of federal revenue 


[The End} 


1947 SESSIONS OF STATE LEGISLATURES 


Jurisdiction Convened Adjourned Jurisdiction Convened Adjourned 
Alabama -_May 6 Oct. 2 Montana Jan. 6 Mar. ¢ 
Alabama (Ist Spec.)..Mar. 3 Mar. 4 #£2Nebraska Jan. 7 June ¢ 
Alabama (2nd Spec.)..May 13 May 22 Nevada Jan. 20 Mar. @ 
Arizona .............Jan. 13 Mar. 20 New Hampshire Jan. 1 july | 
Arizona (lst Spec.)...June 9 June 23 New Jersey Jan. 14 Apr. 2 
Arizona (2nd Spec.).. June 18 July 1 New Mexico Jan. 14 Mar. 1 
Arkansas ; Jan. 13 Mar. 13 New York . en. 8 Mar. 3 
California Jan. 6 June 20 £4North Carolina _Jan. 8 Apr. ! 
California (Spec.) Jan. 13 June 24 #4xNorth Dakota _Jan. 7 = Mar. 
Colorado Jan. 1 Apr. 18 Ohio.... Jan. 6 June i 
Connecticut Jan. 8 June 3 Oklahoma . Jan. 7 May § 
Delaware Jan. 7 ~ Apr. 2 Oregon Jan. 3 Apr @ 
Florida Apr. 8 June 6. Pennsylvania Jan. 7 June i 
Georgia Jan. 13 Mar. 22 Rhode Island Jan. 7 May 2 
Idaho Jan. 6 Mar. 7 South Carolina . gam. 14. May I 
Illinois Jan. 8 June 30 South Dakota . fat. 7 Mar. 
Indiana ..Jan, 9 Mar. 10 Tennessee ........... Jan. 6 Mar. Id 
lowa Jan. 13 Apr. 25 Texas Jan. 14 June ¢ 
Kansas Jan. 14 Apr. 9 Utah Jan. 13 Mar. 1B 
Louisiana (Spec.). .Mar. 18 Mar. 29 Vermont _Jan. 8 Apr. 2 
Maine Jan. 1 May 14 _ Virginia (Spec.) Jan. 6 Jan 2 
Maryland owibie'<o as 1 Mar. 31 Washington Jan. 13° Mar. B 
Maryland (Spec.)....Nov. 5 . .... West Virginia Jan. 8 Mar. $ 
Massachusetts .. - Jam, 1 July 1 West Virginia (Spec.).June 23 June 2 
Michigan ...... _Jan. 1 July 12 Wisconsin ........... Jan. 8 Sept. I 
Minnesota .......... Jan, 7 Apr. 23 Wyoming Jan. 14 Feb. 2 
Mississippi (Spec.)...Mar. 4 Mar. 15 U.S. Congress Jan. 3 
Missourt Jan. 8 
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By J. H. LANDMAN 


“Concepts of Section 102 


THE AUTHOR IS A LAWYER, ACCOUNTANT AND 
ECONOMIST, ASSOCIATED WITH THE NEW YORK 
OFFICE OF PEAT, MARWICK, MITCHELL & CO. 


+ OW MUCH earned corporate surplus 

is a proper and justifiable accumulation 
free from the impact of the penalty tax 
under Code Section 102? This is the cur- 
rent national business question that dis- 
turbs all corporations. 


Such retained profits, while they do not 
escape corporate income taxation, do mini- 
mize the earnings of stockholders who, upon 
receipt of the profits as dividends, would 
be subject to higher surtaxes. If the Treas- 
ury concludes that the surplus is unreason- 
able, notwithstanding top management’s 
views to the contrary, it will impose the 
Section 102 penalty tax upon these corpo- 
rations, provided they have been formed 
or are used for the purpose of reducing the 
surtaxes of their shareholders or the share- 
holders of other corporations.’ 


The specter of Section 102 haunts the 
operations of corporations, particularly for 
the year 1946. Some directorates will be 
perplexed because of the uncertain propriety 
of their dividend policies for that and for 
any similarly constituted year during the 
Treasury’s usual three-year open revenue- 
hunting season following the last penalty- 
free day for filing annual tax returns. 


All corporate profits in a sum of $12.5 
billion reached the highest level in Ameri- 
can history in 1946 as compared with only 
$8.9 billion for the prior year. This phe- 
nomenal increase in all corporate 1946 prof- 
its is due in part to greater economic activity, 
but also to the repeal of the excess profits 
and capital stock taxes, the reduction of the 
normal corporate tax rate to 
thirty-eight per cent, and the carry-backs 


= R. C. Tway Coal Sales Company v. U. 8. 
(CCH Dec, 9059], 3 F. Supp. 668 (1933); aff'd 
[35-1 usre § 9123] 75 F. (2d) 336 (CCA-6, 1935). 


Section 102 


and carry-overs. But only $5.6 billion, or 
44.8 per cent, of these 1946 profits were dis- 
tributed to stockholders as dividends. De- 
spite the national fear of the Section 102 
assessment, corporations distributed pro- 
portionately less of their profits to stock- 
holders in 1946 than they did in 1945. They 
paid out $4.7 billion, or 53.3 per cent, of 
their earnings in dividends in 1945. The 
conservatism in the rate of dividend distri- 
bution for 1946 is exceeded only by that for 
1943. Of course, to the extent that divi- 
dends are frequently paid out of prior rather 
than concurrent years’ earnings, the annual 
relationship of dividends paid to corporate 
profits may be somewhat distorted. 


The accompanying statistics bear out the 
Treasury’s disapproval of the alleged con- 
servative dividend policies of our corpora- 
tions since 1939. However, good business 
judgment dictated, during these war and 
postwar years of peak business activity, the 
ploughing back into operations of much of 
corporate profits as a supplement to what 
money could be raised through public financ- 
ing and commercial bank loans. From.1930 
to 1938 inclusive, corporations paid out 
more in annual dividends than they earned, 
recognizing that for part of the time the 
undistributed profits tax was a contributing 
factor to this peculiar phenomenon. From 
1931 to 1933 inclusive, they paid dividends 
though they were actually operating at a 
loss. Had they not possessed reserves, they 
certainly would not and could not have paid 
dividends to stockholders. Interestingly 
enough, from 1929 to the present, the an- 
nual dividends percentage of corporate 
profits as especially defined by the Depart- 
ment of Commerce was never seventy per 
cent. It was approximated in 1929 with a 
sixty-nine per cent and in 1939 with a sev- 
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Percentage Distribution of Corporate Profits 
(Millions of Dollars) 








Dividends 
Percentage 
Corporate of Corporate 
Profits * Dividends Profits 

Year After Taxes Paid After Taxes 
1929 $ 8,420 $ 5,823 69.2% 
1930 2,455 5,500 224.0 
1931 (1,283) 4,098 
1932 (3,424) 2,574 
1933 ( 362) 2,066 
1934 977 2,596 265.7 
1935 2,259 2,872 127.1 
1936 4,273 4,557 106.6 
1937 4,685 4,693 100.2 
1938 2,289 3,195 139.6 
1939 5,005 3,796 75.8 
1940 6,447 4,049 62.8 
1941 9 386 4,465 47.6 
1942 9,433 4,297 45.6 
1943 10,363 4,477 43.2 
1944 9,928 4,689 47.2 
1945 8,939 4,765 53.3 
1946 12,539 5,614 44.8 











* Corporate profits are the earnings of corporations organized for profit, without deduction 
of depletion charges, and exclusive of capital gains and losses and domestic intercorporate div: 
dends but inclusive of net receipts of dividends and branch profits from abroad. Otherwise, the 
definition is in accordance with the Federal Income Tax Regulations. 


Source: National Income, a supplement to Survey of Current Business, July, 1947, published 
and compiled by the Bureau of Foreign and Domestic Commerce of the United States Department 
of Commerce, Table 1, p. 19. 


Percentage Retention of Net Profits After Taxes 
Corporations with Net Income, 1931-1942 
(Assets Size Classes in Thousands of Dollars) 
$50,000 
Under $50- $100- $250- $500- $1,000- $5,000- $10,000- and All 
Year $50 100 250 500 1,000 5,000 10,000 50,000 above Classes 
1931 57.3 47.8 39.1 32.1 26.4 21.5 13.9 11.1 3.7d 9.6 
1932 39.9 31.5 31.6 28.8 26.1 20.8 12.6 7.6 8.9d 4.3 
1933 64.0 66.5 61.4 61.3 56.5 47.1 39.4 yew 2.5d 24.0 
1934 Sa7* $7.1 52.6 45.5 34.9 25.8 28.5 35 13.9 19.7 
1935 56.4 52.0 48.5 44.5 34.7 28.2 20.5 8.0 19.8 23.0 
1936 35.8 28.4 23.8 22.7 25.8 25.9 22.3 15.6 4.9 15.1 
1937 30.4 29.4 24.1 22.8 23.2 22.2 20.7 16.0 8.3 15.1 
1938 50.6 54.8 48.3 39.3 37.8 29.5 23.7 16.8 7.3 19.2 
1939 62.0 63.1 55.6 46.1 44.6 37.8 33.9 24.2 18.3 28.8 
1940 62.2 59.2 56.4 51.2 50.1 44.3 39.0 30.1 22:3 33.2 








1941 71.4 72.8 67.9 62.9 59.5 52.2 45.2 35.7 29.1 41.4 
1942 78.7 76.4 71.5 66.3 62.8 58.9 56.6 51.4 49.5 54.6 
Avge. 55.2 53.3 48.4 43.6 40.2 34.6 29.7 20.2 15.7 24.0 











* This item represents only nonfinancial corporations because of the abnormal dividends paili 
by financial corporations of this size in 1934. 


4 An excess of dividends over net profits after taxes. 


Source: Statistics of Income, prepared by United States Treasury. Computations through 1940 
executed by Butters and Lintner, Effect of Federal Taxes on Growing Enterprises (Boston, 1945). 
See also George and Landry, The Shadow of ‘i02’’ on Dividend Policies (1947). The year 1942 is 
the last available vear. 
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enty-five per cent dividends distribution. 
The opinion is advanced that the much- 
publicized seventy per cent annual earnings 
distribution, which is expected to assure 
Section 102 immunity, is not altogether de- 
fensible in economics, 


When one turns to the Treasury’s own 
analysis of corporate tax returns with net 
income from 1931 to 1942 in its Statistics of 
Income, all the smaller asset groups, up to 
and including the $1 million to $5 million 
class, have not averaged a seventy per cent 
or more dividend distribution. Contrari- 
wise, the larger asset groups, starting with 
the $5 million to $10 million class, have 
been much more liberal in their dividend 
policies. Consequently, the Treasury’s own 
statistics do not support its self-styled seventy 
per cent Section 102 immunity provision on 
the basis of national historical economics 
except for the very large corporations. 


The discrepancy between the Commerce 
Department’s and the Treasury Depart- 
ment’s statistical results lies largely in the 
fact that the former department defines cor- 
porate income in an economic and not ina 
tax sense, and also that the former and not 
the latter includes corporations with and 
without income. Presumably, when the 
Treasury admonishes corporations to pay 
at least seventy per cent of their annual 
profits as dividends, its ruling is based on 
experience. Yet both departmental figures in 
their respective ways deny economic justifica- 
tion for such a proposal as a normal standard. 


Despite all that has been said about the 
economic impropriety of the seventy per 
cent corporate profit distribution principle, 


, whether or not a corporation is liable under 


Section 102 depends neither on the reason- 
ableness of the dividend policies of all corpora- 
tions nor even on the policy of its industry, 
but on the policy of the corporation itself. 


Nature of Section 102 


When the Treasury asserts Section 102, 
it does not partition the taxpayer’s accumu- 
lated surplus into a penalty-free reasonable 
portion and a penalized unwarranted part. 
Instead, a special surtax is applied to the 
corporation’s “undistributed Section 102 net 
income,” which may only approximate the 
alleged improperly accumulated earnings. 
It is computed as follows: The corpora- 
tion’s net income is increased by any al- 
lowed net operating loss deduction and 
capital loss carry-over. This sum is then 
reduced by the amount of paid income taxes, 
charitable contributions in excess of five 


Section 102 


per cent of net income and disallowed net 
capital loss. The resulting total is Section 
102 net income. To arrive at the undistrib- 
uted amount of Section 102 net income, this 
figure is further reduced by the amount of 
paid taxable dividends, an allowance for 
consent dividends, and net operating loss 
credit. All these factors may not be pres- 
ent. The repeal of the excess profits tax 
has eliminated the adjusted excess profits 
net income as a deductible factor which not 
only invites renewed Treasury interest in 
undistributed corporate profits as a source 
of revenue but also makes the Section 102 
tax even more oppressive when it is imposed. 


The Section 102 tax is 27% per cent on 
the first $100,000 of “undistributed Section 
102 net income” and 38% per cent on the 
balance for the year in which a corporation 
has been unable to defend itself against the 
Treasury’s charge of an unreasonable re- 
tention of profits. 


This penalty tax is not applicable to tax- 
exempt and to domestic and foreign per- 
sonal holding companies, but is equally 
applicable to domestic and foreign corporations 
when the latter’s profits, derived from United 
States sources, if distributed, would be subject 
to individual surtax directly, or indirectly 
through an intermediary foreign corporation.” 


Legislative History 


The statutory language of Section 102 is 
sufficiently broad to render culpable any 
corporations whose corporate as well as 
individual stockholders might be spared 
higher surtax rates by a failure to distribute 
profits. But the entire legislative history 
of this statute reflects an intent to discour- 
age the scheming only of individual stock- 
holders who seek to escape higher tax rates. 
The pertinent Treasury Regulations 111, 
Section 29.102-1, refer exclusively to surtax 
avoidance of individual shareholders of a 
Section 102-embarrassed corporation. These 
regulations have remained substantially un- 
changed since 1934, despite the fact that the 
surtax on corporations came into being 
with the Act of 1941. At best, the failure 
of a subsidiary to distribute earnings to a 
parent corporation might avoid surtax on 





2 Regulations 103, Section 19.102-1; 
tions 101, Article 102-1. 

Some question the validity of these regula- 
tions which impose the penalty Section 102 tax 
on nonresident corporations because such cor- 
porations are prohibited by law to trade or 
engage in business in the United States. Mer- 
tens, Law of Federal Taxation, Vol. 7, {| 40.01. 
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Regula- 








the latter to the extent of only about two 
per cent of the dividend. 


The Treasury’s role in penalizing corpo- 
rations for their improperly retained profits 
is not particularly that of champion of un- 
wary stockholders who are being denied 
their full share of the profits of their cor- 
porations by their boards of directors. On 
the contrary, Congress in its laws has been 
interested in preventing collusion between 
management and stockholders by means of 
a penalty tax so that the latter might not 
defer taxation on their share of corporate 
profits until a more favorable tax tiie. 


The penalty legislation for the improper 
retention of corporate profits is not new 
law. It is as old as income taxes. There 
was a shareholders’ penalty tax for failure 
to distribute corporate profits in 1913 in the 
first income tax law. The tax for the im- 
proper retention of corporate profits was 
distinct from but integrated with the undis- 
tributed profits taxes prevalent under the 
1936 and 1938 Acts. By comparison, Section 
102 also tends to operate as an _ undis- 
tributed profits tax except for its uncer- 
tainty of assessment. Originally, the Section 
102 tax was levied on the shareholders. 
This provision was changed by the 1921 
Act to the present provision penalizing the 
guilty corporation, lest the earlier concept 
be declared unconstitutional. At first, the 
Treasury was required to prove intent and 
perpetration of fraud by the shareholders in 
conspiracy with their corporation. But it 
was not always able to establish this in 
court. This legal impediment was elimi- 
nated with the 1918 Act. Since 1938, im- 
properly retained corporate profits are 
determinative of the purpose of avoiding sur- 
tax upon individual shareholders unless the 
corporation can prove the contrary by a 
clear preponderance of evidence. Holding 
and investment companies are prima facie 
evidence of this purpose. Provisions in 
prior laws comparable to the current Sec- 
tion 102 have been upheld as constitutional.’ 
Section 102 is not part of the federal crimi- 
nal code of law. This tax is not technically 
a penalty for the commission of a crime. 
It is penal in nature, however, because it 


8 Helvering v. National Grocery Company [38-2 
ustc § 9312], 304 U. S. 282; United Business 
Corporation of America v. Commissioner [3 ustc 
7 1039], 62 F. (2d) 754 (CCA-2); Williams In- 
vestment Company v. U. 8S. [3 ustc { 1092], 
77 Ct. Cls. 396; Almours Securities, Inc. v. Com- 
missioner. [37-2 ustc § 9419], 91 F. (2d) 427 
(CCA-5); Keck Investment Company v, Commis- 
sioner [35-1 ustc { 9370], 77 F. (2d) 244 (CCA-9). 
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levies a special tax to discourage improper 
retentions of corporate earnings.* 


Current Menace 


The real menace to all corporate profit 
reserves today lies in Treasury Decision 
5398, approved on August 12, 1944, amending 
T. D. 4914, for the purpose of reactivat. 
ing Section 102, which had hibernated dur. 
ing the war. Qualified revenue agents are 
expected to make careful examinations of 
the problem as part of their regular corpo. 
rate audits, and render specific recommen. 
dations for the assertion or nonapplication 
of Section 102 in the following instances: 


“1. Corporations which have not distrib- 
uted at least 70% of their earnings as tax- 
able dividends 


“2. Corporations which have _ invested 
earnings in securities or other properties 
unrelated to their normal business activities 


“3. Corporations which have advanced 
sums to officers or shareholders in the form 
of loans out of undistributed profits or sur- 
plus from which taxable dividends might 
have been declared 


“4. Corporations a majority of whose 
stock is held by a family group or other 
small groups of individuals, or by a trust, 
or trusts, for the benefit of such groups 


oc 


5. Corporations, the distributions of 
which, while exceeding 70% of their earn- 
ings, appear to be inadequate when con- 


sidered in connection with the nature of the! 


business or the financial position of the cor- 
poration or corporations with accumulations 
of cash or other quick assets which appear to 


be beyond the reasonable needs of the business.”’ 


Much public notice has been accorded the 
fact that corporations which have not dis 
tributed seventy per cent or more of their 
earnings as taxable dividends are vulnerable 
under Section 102. Its threat has caused many 
a small corporation unduly to liberalize its div- 
idend policy at the expense of its economit 
welfare. Yet this so-called seventy per cent 
principle is not grounded in statute, in court 
decisions or, as already indicated, in eco 
nomics. At present, it is entitled to n 
greater legal weight than a Treasury deci 
sion deserves. A Treasury ruling involving 
the interpretation of a statute, such as th 
one governing the unreasonable accumulé 
tion of corporate profits, is only persuasivt 
and is not controlling on the courts. Iti 
merely the Treasury’s rule of thumb, hal 





4United Business Corporation of Ameria 
supra; cert, denied 290 U. S. 635. 
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lowed with the dignity of a Treasury deci- 
sion, to help it determine whether, prima 
facie, a given corporation is vulnerable un- 
der Section 102. (Treasury Department 
Press Service No. S-554, December 5, 1947.) 
Too many corporations rest complacently 
after having distributed about seventy per 
cent of the current year’s earnings. This 
self-satisfaction may be unjustified. Their 
nemesis may be the last paragraph of T. D. 
5398. Apparently a corporation may have 
distributed more than seventy per cent of 
its annual earnings for years and yet be vul- 
nerable under Section 102 in the current 
year because of prior progressively accumu- 
lated annual earnings. Such retained earn- 
ings of earlier years, irrespective of the 
amount, merely go toward determining vul- 
nerability under Section 102 in the current 
year” Should a corporation be conclusively 
pronounced guilty under Section 102, the 
penalty tax will be imposed only on the 
current year’s undistributed earnings. 


Corporate liability under Section 102 for 
one year does not extend to previous or 
subsequent years, but must be determined 
for each year separately. However, once 
a corporation is successfully challenged un- 
der Section 102, it may lay itself open to 
similar criticism for the previous three 
years under the usual tax statute of limita- 
tions and for subsequent years. The in- 
dicted corporation may, nevertheless, have 
adequate defenses for these suspected years. 


In the first instance, the fate of a corpo- 
ration in regard to the reasonableness of 
its earned surplus in a given year rests with 
the judgment of the revenue agent and his 
superiors in the Internal Revenue Bureau. 
An adverse conclusion by the Commissioner 
may be referred to the Tax Court for judi- 
cial decision. The deficiency for the Sec- 
tion 102 tax need not be paid in advance of 
the trial, but the interest charges at six per 
cent on this amount continue to accrue 
against the taxpayer and are payable by it 
in the event of ultimate defeat. Should 
the unsuccessful taxpayer now seek recourse 
to the higher federal courts to have its al- 
leged wrong redressed, its prospects are 
none too bright. The findings of the Tax 
Court are generally final when questions 
of fact rather than law are in dispute, in 
accordance with the Dobson rule,’ and it is 
fact rather than law which is decisive in a 





SI. T. 1572, Il-1 CB 139: Cecil B. de Mille 
(CCH Dec. 8869], 31 BTA 1161: Almours Secu- 
rities, Inc. [CCH Dec. 9521], 35 BTA 61. 

*O. D. 188, 1 CB 182; United Business Cor- 
poration of America [CCH Dec. 9079], 33 BTA 83. 


* Dobson v. Commissioner [44-1 vustc 7 9108], 
320 U. S. 489. 
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controversy over the reasonableness of an 
earned surplus account. 


Of course, the Tax Court can be circum- 
vented by submitting the tax problem to 
the forum of the District Court or Court of 
Claims, where the Dobson rule does not 
apply, so that on appeal, if need be, both 
the facts and the law in the litigation may 
be reviewed. This entails, however, the 
advance payment of the Section 102 pen- 
alty, and, of course, the six per cent interest 
ceases to accrue against the corporation 
after the date of the payment of the tax. 
Should the taxpayer be ultimately victorious, 
the tax and interest will be refunded to it. 


Form 1120 


The corporate tax return, Form 1120, for 
the year 1946 for the first time inquires of 
the taxpayer in the proper case why it did 
not distribute as dividends to its stock- 
holders at least seventy per cent of its cur- 
rent earnings. This fact alone establishes 
that the Treasury plans to reactivate Sec- 
tion 102. The answer to this notorious 
question 8 enables it at once to select its 
cases for further study and investigation. 


Question 8 does not appear on Form 1120 
for the year 1947. Corporate taxpayers 
need not, however, derive undue comfort 
from this fact. The Treasury declared that 
it did not intend to relent in its hostility 
toward unreasonably retained corporate 
profits.® Question 8 has been removed from 
the 1947 Form 1120, it is said, because it 
has served its purpose in making corpora- 
tions Section 102-conscious. This state 
ment is not quite borne out by the facts; 
the national corporate dividend policy was 
more conservative for 1946 than for 1945, 
as was established. Yet the Treasury’s re- 
cent press pronouncement of December 5, 
1947, is encouraging where it says that Sec- 
tion 102 “is not being applied so as to affect 
adversely the bona fide operation or con- 
duct of any business.” 


It may be the policy of a corporation to 
declare dividends after the accounts are pre- 
pared for the year, with the result that the 
dividend payment falls in the early part of 
the next year. Whether or not this is a 
consistent policy of the corporation, it 
should be a defensible argument against 
the Section 102 tax levy on the prior year, 
if on no other ground than that it is reason- 
able and prudent management practice, pro- 





8 Statement by Deputy Commissioner E. lL. 
McLarney at the Convention of the Tax Ex- 
ecutives Institute in Atlantic City, on Septem- 
ber 16, 1947. 
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vided proper accounting entries had been 
made. As yet, there is no decided case or 
Treasury ruling on this point. 


Affiliated Companies 


Though ordinarily each corporate entity 
is liable for its own taxes, in arriving at the 
propriety of its dividend policy its reason- 
ableness should be determined in the light 
of the economic welfare of its affiliated and 
associated companies. It should not be 
governed necessarily on intercorporate stock 
ownership but rather on substantial inter- 
corporate control of business interests. 
Whether or not these companies report on 
a consolidated basis for accounting and/or 
tax purposes, intercorporate directors should 
be permitted to decide on the basis of the 
group’s over-all economic condition whether 
the parent company should pay more or 
less than seventy per cent of its annual earn- 
ings with impunity under Section 102. Par- 
ticularly, if the parent corporation would 
still be immune for good cause from the 
Section 102 tax had its subsidiary distrib- 
uted all its income to it, even though the 
subsidiary did not do this, then the sub- 
sidiary itself should not be susceptible to 
Section 102. Such a situation might arise 
where the parent had distributed to stock- 
holders enough profits of its own to satisfy 
the requisite amount on a consolidated in- 
come basis irrespective of the amount of 
earnings its subsidiary distributed to it, or 
where the parent had a deficit which would 
continue to be a deficit even if its subsid- 
iary had distributed its earnings to the par- 
ent. By the same token, the idle earned 
surplus of one company in a group may 
affect adversely the reasonableness of the 
reserves of others in the group. 


On the other hand, it is certain that if a 
consolidated return is filed by an affiliated 
group of corporations having at least a 
ninety-five per cent intercorporate owner- 
ship, the Section 102 tax is imposed on the 
consolidated undistributed Section 102 net 
income, if at all. Even if this group did not 
file a consolidated return, the parent com- 
pany might, nevertheless, be exonerated un- 
der Regulations 111, Section 29.102-3, which 
hold that “if one corporation owns the stock 
of another corporation in the same or a 
related line of business and in effect oper- 
ates the other corporation, the business of 
the latter may be considered in substance 
although not in legal form the business of 
the first corporation. Earnings or profits 
of the first corporation put into the second 
through the purchase of stock or otherwise 
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may, therefore, if a subsidiary relationship 
is established, constitute employment of the 
income in its own business.” 


Idle v. Active Surplus 


' 


A corporation cannot be spared the as. 
sertion of the Section 102 penalty merely by 
proving that it had no liquid or cash as. 
sets. It could resort to the use of consent! 
dividends, taxable stock dividends or divi. 
dends paid in property. On the other hand, 
if a corporation’s earned surplus is engaged 
in operations, a tight cash position effects 
Section 102 immunity. It is the idle re 
serve in cash balances and in readily con- 
vertible securities and not the actively en- 
gaged earned surplus, no matter how large 
it may be, that taints a taxpayer Section 
102-wise. It cannot be over-emphasized 
that the size of the corporate surplus does 
not invite the assertion of Section 102; only 
when the surplus becomes an idle reserve 
is 102 operative. Similarly, restrictions on 
the payment of dividends in a genuine loan 
agreement by corporate charter provisions 
or by stock or security stipulations, should 
shield a company against the Section 102 
impact, even if it were in a flush cash position, 
provided the original motive was other than 
to protect shareholders from higher surtaxes. 


Operating loss carry-backs cannot be 
availed of to remedy the Section 102-vulner- 
able years of corporations. The net operat: 
ing loss deduction is allowed for regular 
income tax purposes, but is not allowed in 


the computation of the Section 102 tax) 


However, a reserve for an anticipated ext 
gency, which might cause losses, should 
reasonably be justifiable. 


The Section 102 tax is intended to apply” 
only to corporations which have an unrea-’ 


sonably retained surplus on a tax basis” 
Even though the current earnings of a cor 
poration are large and undistributed, it may 
have a deficit on a tax basis. This situation 
may arise where at a prior date capital had 
been applied, perhaps through reorganiza 
tions or recapitalizations, to eliminate the 
then existing deficit. Paid-in surplus does 
not constitute earnings or profits.” A nor 
taxable stock dividend does not reduc 
earnings or profits.” 





® Regulations 104, Section 23.30 (d). 


10 W. S. Farish &€ Company [CCH Dec. 10,096] ” 


38 BTA 150; aff’d [39-2 ustc J 9598] 104 F. (24) 
833 (CCA-5). 
1A, & J., Inc. [CCH Dec. 10,515], 38 BTA 
1248. 
taxable stock dividend does not reduc 
12 Metal Mouldings [CCH Dec. 12,992(M)], ! 
TCM 616. 
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Proper Defenses 


Liability for the Section 102 tax is in- 
curred only where there is an evident pur- 
pose to prevent the imposition of surtax 
upon shareholders,” associated with an un- 
reasonable accumulation of corporate prof- 
its. Since the unauthorized intent is a 
state of mind, evidentiary circumstances may 
be adduced to establish or disprove it. The 
fact that higher surtax rates are escaped in 
itself does not prove this prohibited intent. 


In treating the question of proving the 
intent to avoid surtax, Regulations 111, 
Section 29.102-2, state that while all the cir- 
cumstances which might be construed as 
evidence of this purpose cannot be out- 
lined, the following, among other things, 
will be considered by the Treasury: “(1) 
Dealings between the corporation and its 
shareholders, such as withdrawals by the 
shareholders as personal loans or the ex- 
penditure of funds by the corporation for 
the personal benefit of the shareholders, and 
(2) the investment by the corporation of 
undistributed earnings in assets having no 
reasonable connection with the business.” 


The second World War, with its emer- 
gencies and postwar planning, served as a 
ready answer for failure to make liberal 
distributions of corporate earnings. The 
war is now at an end, and the postwar plan- 
ning for expansion and the replacement of 
equipment and facilities should be well on 
the road to completion. For the current 
and succeeding years, the dividend policies 
of many corporations will have to become 
more liberal if they expect to avoid the 
impact of Section 102. Holding and invest- 
ment corporations are ready targets because 
of the very nature of their operations; 
closely held corporations are suspected. 


An analysis of the decided court cases ™ 
discloses that the following defenses for re- 
tained corporate profits have met with vary- 
ing degrees of success in Section 102 litigation : 


1, For current operational requirements 


2. To launch upon a program of expan- 
sion in the immediate future 

Ks 

Section 102 
supra, footnote 5. 

“4 The author’s studies of the cases and other 
related matters appear in ‘‘Penalty for Im- 
‘proper Retention of Earnings,’’ Business Record, 
Vol. III, February, 1946, pp. 84-88; and ‘‘Pen- 
alties on Retained Profits,’”’ in Dun’s Review, 
“August, 1946, pp. 18-20, 48-51. These studies 
are no substitute for the actual cases, which 


To continue an expansion program 


(a); Almours Securities, Inc., 


mare reported conveniently in the Commerce 
Clearing House and other tax services. 4 

: « 
Section 102 


* 


4. To cushion losses arising from contin- 
gencies in the foreseeable future 


5. For investment in related enterprises 
in the near future 


6. Because additional dividend distribu- 
tions would not materially increase share- 
holders’ taxes 


7. To modernize equipment and facilities 


8. To cushion losses that arise from ad- 
verse effects of industry cycles 


9. To retire preferred stock 
10. To discharge bonded indebtedness 
11. To satisfy commercial liabilities 


12. To fund a reserve for depreciation 
and obsolescence 


13. To protect against losses arising from 
labor troubles and strikes 


14. To maintain a strong financial condi- 
tion to attract customers 


15. To acquire more inventory 


16. To protect against write-down losses 
arising from seasonal inventories which do 
not enter into current cost of goods sold 


17. To satisfy erratic customer demand 


On the subject of appropriate grounds 
for corporate retained earnings, Regulations 
111, Section 29.102-3, have this to say: 


“Undistributed income is properly accu- 
mulated if retained for working capital 
needed by the business; or if invested in 
additions to plant reasonably required by 
the business; or if in accordance with con- 
tract obligations placed to the credit of a 
sinking fund for the purpose of retiring 
bonds issued by the corporation. ... A radi- 
cal change of business when a considerable 
surplus has been accumulated may afford 
evidence of a purpose to avoid the surtax. 
If one corporation owns the stock of an- 
other corporation in the same or a related 
line of business and in effect operates the 
other corporation, the business of the latter 
may be considered in substance although 
not in legal form the business of the first 
corporation. Earnings or profits of the first 
corporation put into the second through 
the purchase of stock or otherwise may, 
therefore, if a subsidiary relationship is es- 
tablished, constitute employment of the in- 
come in its own business. Investment by 
a corporation of its income in stock and 
securities of another corporation is not of 
itself to be regarded as employment of the 
income in its business.” 


These are some of the tested defenses in 
Bigyoated cases. They are not necessarily 
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arranged in order of importance. Their 
significance in a given case will not turn on 
the magic of their language but rather on 
the proof that can be mustered to establish the 
credibility of their allegations. Their va- 
lidity and weight in litigation depend not 
upon the number of times the courts have 
favorably upheld these anti-Section 102 pen- 
alty reasons but on the number of these and 
others that can be invoked factually in a 
given situation. A  taxpayer’s defense 
strengthens with the number of provable 
reasons that it can command. Section 102 
is a strange branch of tax law. The courts 
can clarify little in it that will have wide 
application to other cases. The term “rea- 
sonable accumulation of corporate earnings” 
does not lend itself to precise definition be- 
cause the peculiar facts of each case deter- 
mine that for it. Consequently, citing cases 
is of relatively little value in a Section 102 
defense. Surprisingly few Section 102 
problems, in view of its real menace, have 
ever been adjudicated. About one half of them 
throughout the history of this legislation have 
been concluded in favor of the government. 


Directors’ Responsibility 


Section 102 is a particular threat to the 
relatively small corporation. Larger cor- 
porations are much less dependent upon the 
reinvestment of earnings for their capital 
expansion than the smaller firms. Public 
financing and bank borrowing are not read- 
ily available to the small firms because they 
are more likely to have inadequate net 
worth and working capital.” A result of 
this economic phenomenon is that the 
smaller corporations have more conservative 
dividend policies.” 


Large corporations are not at all immune 
from Section 102, even if their stock is pub- 
licly and widely held. Bigness per se is no 
assurance against the impact of Section 102. 
The greater the public diffusion of corpo- 
rate stock ownership, the easier it is for a 
minority to control its management and to 
fix its dividend policy. Thus, a_ willful 
small minority of owners and controllers of 
the stock of a corporation may exercise the 
ulterior motive of shielding themselves 


Effect of Federal Taxes on Growing Enter- 
prises by J. Keith Butters and John Lintner, 
Harvard University Press, Boston, 1945; Small 
Business and Venture Capital, by Rudolph L. 
Weissman, Harpers, New York, 1945; ‘‘Member 
Bank Loans to Small Business,’’ by Charles H. 
Schmidt, in the Federal Reserve Bulletin, Au- 
gust, 1947. 

16 See table on p. 20. 
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against higher surtaxes by declaring no o | 
small dividends.” 


The prohibited purpose of escaping highe 
surtaxes need not extend to all the stock 
holders. Trico Products Corporation™ ; 
authority for the proposition that a corpors. 
tion may be subject to the Section 102 pen 
alty tax though only a fraction of th! 
stockholders is protected from higher sur 
tax. Approximately 175,000 of the 675,00) 
shares of stock in this concern were owned 
by the public, and at the close of one of th 
taxable years there were approximately 
2,200 stockholders. The corporation wa 
firmly established with constant production 
costs, certain sales and negligible losses 
and had a large unnecessary reserve. But 
a small group of stockholders owned 450,00) 
shares so restricted that no dividends had to k 
paid on them, whereas the other stockholder 
owned immediate dividend-receiving shares, 


Ordinarily, directors are legally charged 
with a most faithful administration of all) 
the affairs of their corporations, and ar 
censured by the courts for abuse of this 
authority. The courts, however, have beet 
most reluctant to supersede directors’ busi- 
ness judgment with their own.” Yet the 
Treasury takes it upon itself to examine the 
reasonableness, for tax purposes, of the 
dividend policies of corporations, subjec 
to review of the courts only when chal 
lenged by overridden taxpayers. 


Obligation to Stockholders 


Is the standard of reasonableness as ap) 
plied to a dividend policy for tax purposes 
different from that for the other obligation® 
that directors as fiduciaries owe corpora 
tions and creditors? The courts have no 
resolved this legal conflict. We do know 
that it is the right of directors to determint 
in good faith the amount and the time ¢ 
paying dividends.” As to the propriety ¢ 
this conduct as well as the rest of thei 





1 Distribution of Ownership in the 200 Lar 
est Nonfinancial Corporations, by the Temp, 
rary National Economic Committee of th? 
United States Government (1940). 


[CCH Dec. 12,425] 46 BTA 346; aff’d 137! 


(2d) 424 (CCA-2, 1943). 
Schell v, Alston Manufacturing Compan 
149 F. 439, 


*® Dodge v. Ford Motor Company, 204 Mic 
459; Hunter v. Roberts, Throp & Company, © 
Mich. 63; N. Y. L. BE. & W. R. Company © 
Nickals, 119 U. S. 296; Pratt v. Pratt, 16 N.\) 
Supp. 448; Read & Company, 33 Conn, 44° 
McNab v. McNab & Harlim Manufacturing Con” 
pany, 133 N. ¥. 687, 31 N. E. 627, aif'g | 

un, 18. 
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behavior, directors owe primary allegiance 
to their corporations and not to the indi- 
yidual stockholders.” However, the concept 
is growing that their obligation to stock- 
holders must not be subordinated to their 
own private interests.” 


Directors are legally expected to exercise 
their own unbridled best business judgment 
for the welfare of their corporation. Agree- 
ments allowing others to curb or supplant 
their own decisions are invalid. However, 
where a group or an individual in fact exer- 
cises the power of corporate management, 
he is judged by the same standards of con- 
duct as govern the formally constituted 
board of directors.™ 


Ordinarily, corporate profits and not capi- 
tal may be distributed as dividends. Failure 
to pay dividends is justifiable only for cor- 
porate business and not for personal rea- 
sons. The courts have intervened to revise 
the dividend policy of a board of directors 
where a minority is being disciplined,” 
where the object is to depress the market 
value of stock so that the directors can buy 
in the stock at bargain prices,™ where the 
accumulation of corporate profits is intended 
for the public welfare,” where the corpo- 
rate profits are unreasonably withheld from 
stockholders * and where the purpose is to 
protect the interests of special classes of 
stockholders.* 


Personal Liability 


Granted that it is a question of fact as to 
whether the directors are the individuals 
elected to office or those that govern indi- 
rectly, would they be personally liable at 
all for the Section 102 penalty tax? If they 
are liable, are they responsible to their cor- 
poration alone or to their stockholders as 





1 Carpenter v. Danforth, 52 Barbour (N. Y.) 
581; Board of Commissioners v. Reynolds, 44 
Ind. 509; Strong v. Repide, 213 U. S, 419; Con- 
nolly v, Shannon, 105 N. J. Eq. 155. 

"Oliver v. Olwer, 118 Ga. 362; Ottinger v. 
Bennett, 144 N. Y. App. Div. 525. 

*% Manson v. Curtis, 223 N. Y. 313; Globe 
Woolen Company v. Utica Gas & Electric Com- 
pany, 224 N. Y. 483; New York Trust Company 
v. Bermuda-Atlantic Steamship Company, 211 F. 
989; Holcomb v. Forsythe, 216 Ala. 486. 

o- Channon v. Channon Company, 218 Ill. App. 
* Anderson v. Dyer, 94 Minn. 30. 

* Dodge v. Ford Motor Company, supra. 
a v. American Ice Company, 206 F. 


* Basset v. United States Cast Iron Pipe Com- 
pany, 7 N. J. Eq. 539; Collins v. Portland 
Electric Power Company, 12 F. (2d) 671; Bar- 
clay v. Wabash Railway, 30 F. (2d) 260, re- 


» versed 280 U. S. 197. 
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Section 102 


well? Had minority stockholders protested 
against a conservative dividend policy, 
would they be entitled to reimbursement 
from the actual directors and the corpora- 
tion for their pro-rata share of the Section 
102 tax? Would a stockholder’s suit be in 
order to compel the liberalization of a divi- 
dend policy to forestall a potential impact 
of Section 102? 


There is already a case in point which 
may result in answering some of these ques- 
tions. In the Trico Products Corporation 
controversy, stockholders are seeking resti- 
tution for the Section 102 penalty imposed on 
the corporation, and are charging the directors 
with negligently wasting corporate assets. 


How to Avoid 102 


The supporting evidence in defense of a 
corporation’s surplus reserves should be col- 
lected at once so that it will be in readi- 
ness to reply to the Treasury’s attack, 
should it come. Counsel should be called 
in to determine the legal limitations and 
restrictions on dividend paying in the cor- 
porate charter and bylaws, and in connec- 
tion with the taxpayer’s bonded indebtedness 
and commercial credit. Accountants might 
investigate and analyze the trend of the 
ratios of earning to sales and to net worth, 
and of current liabilities to current assets. 
Economists and market analysts might be 
asked to forecast the affairs of the industry 
and of the nation with a view toward deter- 


mining the corporation’s needs for the 
immediate future. Engineers’ plans and 
specifications for new and _ replacement 


equipment and facilities, together with con- 
struction bids or contracts, should be filed 
carefully. Pertinent current trade litera- 
ture might also prove invaluable in defense 
against a Section 102 charge. All these 
documents should be preserved for the possible 
future day when they might be required. 


Despite the probable legal and economic 
invalidity of the seventy per cent principle, 
observing it by distributing the requisite 
amount of earnings in a given year will, 
nevertheless, tend to stave off the Treas- 
ury’s Section 102 investigation. It might 
be considered currently less expensive to 
pay the Section 102 penalty on all the cor- 
poration’s earnings, despite the severity of 
Section 102. After all, shareholders with 
incomes over $6,000 pay income taxes at 
rates over 2714 per cent. Income in excess 
of this sum in the possession of the share- 
holders would be taxed more heavily than 
when in the possession of their corporation. 


27 








But the balance of the profits is still owned 
by the corporation. Hence, the tax saving 
would be enjoyed only if the shareholders’ in- 
comes were sharply reduced in the year in 
which the distribution of the dividends was 
eventually effected. However, the reduction in 
their incomes would have to be sufficient to 
result in the taxation of the dividends at sur- 
tax rates sufficiently lower than the rates at 
which dividends would have been taxed had 
they been distributed in the earlier year in 
order to offset the 27% per cent and 38% 
per cent penalty taxes. Another likelihood 
that the pondering taxpayer might consider 
is that his individual tax rates might be 
materially reduced in subsequent years. 
Perhaps providence has in store for him a 
mixed blessing of lower individual tax rates 
and reduced income. Then, too, guided by 
the prudent business needs of a corporation, 
tax economy might dictate that it presently 
distribute a portion of its current year’s 
earnings and defer the distribution of the 
balance until a more favorable aggregate 
tax structure presents itself, even if it had 
to pay the penalty tax in the meantime. 


Liquidation 


Consideration should also be given to the 
liquidation of a Section 102-embarrassed 
corporation. In this event, the distributed 
surplus, like its other assets, would be taxed 
if the stock was held more than six months 
at the bargain maximum tax rate of twenty- 
five per cent. Unfortunately, this tax sav- 
ing frequenty is appreciably minimized by 
the Treasury as a consequence of its magni- 
fication of the value of the corporate assets 
with a valuable good will. Under the Treas- 
ury’s A. R. M. 34 formula, the value of 
good will is computed by multiplying the 
earnings of a corporation by five or six 
after allowing eight per cent to ten per cent 
as an adequate return on tangible invested 
capital. Of course, it would be less apt to 
impose a large or any good will valuation 
on a corporation if it really had none, or if 
it was a personal service concern, or if the 
individual executives enjoyed the good will. 


Proposed Revisions 


The menace of the Section 102 problem 
has currently become so vexing that various 
interested groups have advanced proposals 
for its modification. Without attempting to 
draw conclusions as to the most meritorious 
plan, the more significant ones are presented 
with some critical comment for consideration. 





Some think that the inequity of the tax 
on unreasonable accumulations of earnings 
particularly of the small corporation, could 
be righted by exempting the first $25,000 
of retained profits from Section 102 applica- 
tion.” This is an arbitrary amount, and 
suffers from the fact that a fixed exemption 
may not serve a national purpose because 


of differences in the size and nature of tax. | 


payers’ operations. It is, however, a def- 
nite step in the right direction. It might be 
improved by designing a progressive exemp. 
tion credit governed by the amount of sales, 
profits and/or net worth of the taxpayer. 


Still others urge that the burden of proof 
as to the unreasonableness of corporate 
earned surpluses be placed on the govern- 
ment.” In the full realization that this plan 
had already proved difficult to administer 
in the past, it is advanced, nevertheless, on 
the theory that as between the two the cor- 
poration can less afford to have its prob- 
lems aggravated by a tax threat which might 
bankrupt it, if enforced. 


In any event, should a corporation be 
pronounced guilty under Section 102, it ap- 
pears unwarranted, some hold, for it to be 
penalized by taxation of practically all of 
its undistributed profits. Logically, these 
groups urge that the tax should be asserted 
against only the “unreasonable” portion of 
the annual earned surplus, whatever this 
sum is established to be.” 


Repeal Arguments 


A strong case is made by other groups 
for the repeal of Section 102 and for more 
ready acceptance of the judgment of corpo- 
rate directors on the-accumulation of earn- 
ings, as in England.” Our laws require 
of directors a most faithful performance 
of their duties to their respective corpora 
tions. The threat of Section 102 to cor- 
porations and of the law of damages to 
directors may and frequently does cause the 
latter to sacrifice the best economic interests 





227 Small Business Advisory Committee of the 
United States House of Representatives and the 
Senate, and the CIO. 


80 Independent Telephone Companies Associa 
tion, Chamber of Commerce of the United States, 
Committee on Postwar Tax Policy in its Ta 
Program for a Solvent America, and Special 
Citizens Advisory Committee to the House Ways 
and Means Committee. 

31 National Association of State Chambers 0! 
Commerce, Pennsylvania State Chamber of Com 
merce, and Special Citizens Advisory Committee 
to the House Ways and Means Committee. 

%2 Investors’ League, Inc., and National Asse 
ciation of Manufacturers. 
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of their corporations by naying too liberal 
dividends in exchange for legal safety. 


The smaller corporations, these groups 
argue, are the backbone of our national 
economic structure and a citadel of strength 
against totalitarization of our national life. 
They are bound to suffer most by any large- 
scale Treasury enforcement of Section 102. 
They are much more dependent than the 
very large corporations upon their own 
resources for equity capital and long-term 
financing. Public borrowing is not avail- 
able to them because the relative lack of 
investment appeal. Commercial bank loans, if 
they can be procured at all, command interest 
rates in inverse proportion to the net worth 
and earnings of the borrowing corporation. 


Legally and economically, directors are, 
according to this view, the best judges of 
corporate policy, whether it be the dis- 
tribution of profits or an expansion program. 
Legal sanctions have proved sufficiently 
severe to deter directors from subordinating 
the interests of their corporation and their 
stockholders to their own. There is no need 
for additional strictures in the form of Sec- 
tion 102 penalties on corporations and in 
the form of legal judgments on directors to 
get insurance of faithful performance of 
duties. Stockholders are alert to their eco- 
nomic interest in dividends. Let them, 
rather than the Treasury, decide upon the 
propriety of their corporation’s dividend policy. 

Subscribers to this theory hold that the 
national welfare is better served by allowing 
the ploughing back of profits in success- 
ful enterprises than by permitting indis- 
criminate inflationary spending and risky 


investing of the net dividends after taxes. 
Even if it is granted that the Treasury 
would be currently deprived of revenue by 
the reduction of dividend payments, it 
would be more than compensated by in- 
creased corporate taxation and more taxa- 
tion on dividends in the future. 


These groups believe that the repeal of 
Section 102 should not unduly increase the 
tendency to accumulate corporate profits to 
escape higher surtax rates for stockholders. 
Moreover, there is much equity in the case 
of the incorporated sole proprietor acting 
in the dual role of director and stockholder 
who wishes to realize as much as he can 
as a reward for his life’s success. Enter- 
prising endeavor should be fostered. It is 
the historical epic and life blood of our 
country. Our confiscatory personal and 
estate tax laws contribute much to the 
stifling of American ambition. Enterprise 
should be entitled to a special tax credit. 
On this score, it would not be amiss to 
discourage nuisance minority damage law- 
suits against corporations and their directors- 
arising out of the assertion of Section 102 
by legally requiring that the plaintiffs repre- 
sent a substantial interest or post a large bond, 
and that the directors be exempt from personal 
liability if they have acted in good faith. 


Diametrically opposed to this line of rea- 
soning, the CIO suggests a nineteen per 
cent tax on net income of all corporations 
after dividends are paid, with an exemption 
of $25,000 to prevent further excessive ac- 
cumulations of liquid assets. The American 
Federation of Labor proposes that the pres- 
ent version of Section 102 be retained. 


[The End] 


ee 


1947 STATE TAX REVENUE 


State tax revenue in the 1947 fiscal year amounted to $6.8 
billion, a rise of 12.5 per cent over the $6.0 billion collected in 
1946. Excluding collections from the unemployment compen- 
sation tax, which are held in trust for payment of benefits, state 
taxes produced a record yield of $5.8 billion, or 16.4 per cent 


more than in 1946. 


Section 102 
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TAXABILITY of Assigned Income 
After Transfer of the Property 


by FRITZ L. BRAUNFELD ... The Horst case may be compared to the Clif- 
ford case because of their common principle that he who controls the source shall 
be taxed on the income from it, but the assignment distinguishes the Horst case. 


J UST .as the famous Clifford case’ is a 
landmark in the development of the federal 
tax law, the Horst case,’ too, is of out- 
standing importance. To a certain degree, 
the Horst case is an outgrowth of the 
Clifford case, developing the idea of the 
latter, which is—to put it as simply as 
possible—this: the grantor of a trust remains 
taxable on the income of the property 
transferred by him if he retains such a 
substantial “bundle of rights” (control, 
etc.) that the benefits flowing to him in- 
directly are a fair equivalent of those which 
he previously had directly. The Horst case 
varies this idea by stating that the owner 
cannot escape taxation of his income by 
transferring it to another person while 
he retains the property which produces 
that income. In this case, the taxpayer 
transferred detached coupons of a bond 
to his son some time before they fell due. 
The United States Supreme Court held 
that the donor, who had retained the bonds, 
remained taxable on the income from the 
coupons. The reasoning was summarized 





1 [40-1 ustc { 9265] 309 U. S. 331, 
2 (40-2 ustc { 9787] 311 U. S. 112, 


(1940). 
(1940). 





clearly by the Tax Court in Estate of Berth 
May Holmes:* 


“In other words, as we construe the 
meaning of the Supreme Court’s opinion 
in the Horst case, it is this: that all the 
fruit of the tree that had grown on the 
tree at the time of the gift and was plucked 
by the donee in the same year‘ as the 
gift was as effectively gathered by the 
owner of the tree as if he had plucked 
the fruit himself. Also if he remains the 
owner of the tree, he also is taxable on 
the fruit that graws on it, even after the 
date of the assignment. We do not in- 
terpret the Horst case, however, as holding 
that when a gift is made by the owner 
of not only the fruit but the tree as well, 
the former owner is taxable on any oi 
the fruit that grows on the tree after the 
date of the gift and when he is no longer 
the owner of the tree. We see no warrant 
to give the Horst case any such interpreta 
tion as that.” 





? [CCH Dec. 12,943] 1 TC 508, at 512. 

*The question of whether the income of 3 
gift will be taxable in succeeding years is nol 
yet settled, and will not be discussed here. 


The author, a Chicago attorney, holds the de- 
grees of Dr. Juris, University of Vienna, and 
J. D. from the University of Chicago 
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It is true that this rule had already been 
established by the United States Supreme 
Court in earlier cases." The Horst case, 
however, gains special significance. The 
Supreme Court might have confined itself 
to stating that the interest coupons did 
not lose their character as interest even 
though they had become separate negotiable 
instruments after the detachment; instead, 
the Court used very broad language: 

“Even though he [the donor] never re- 
ceives the money, he derives money’s worth 
from the disposition of the coupons which 
he has used as money or money’s worth 
in the procuring of a satisfaction which is 
procurable only by the expenditure of 
money or money’s worth. The enjoyment 
of the economic benefit accruing to him by 
virtue of his acquisition of the coupons is 
realized as completely as it would have 
been if he had collected the interest in 
dollars and expended them for any of the 
purposes named.” 


The Clifford and Horst cases have in 
common the principle that he who controls 
the source shall be taxed on the income 
flowing therefrom, but they are distinguish- 
able in that in the Clifford case the source 
of the income was transferred, while in 
the Horst case only the income was as- 
signed. The rule of the Horst case, as 
stated above by the Tax Court, must be 
qualified, therefore, by the rule of the 
Clifford case: where the tree (the source 
of the income) is transferred, the owner 
relieves himself from taxability only on the 
income if he does not retain such control 
that he is still to be regarded as the real 
owner for purposes of taxation. 


Following the Horst case, the courts 
have discussed exhaustively the transfer of 
the fruit without the transfer of the tree. 
A closely related problem is the transfer 
of the tree after the fruit has been trans- 
ferred to someone else. 


Gratuitous Assignment 


Faced with the problem of whether the 
old or the new owner is taxable on the 
income after the transfer of the property 
to a person other than the one to whom 
the income had previously been assigned, 
we must keep in mind that an assignment 
of income can be made either gratuitously, 
as in the Horst case, or for consideration. 





* Blair v. Commissioner [37-1 ustc { 9083], 300 
U. S. 5; Harrison v. Schaffner [41-1 ustc {| 9355], 
312 U. S. 579. Cf. Burnet v. Wells [3 vustc 
{ 1108], 289 U. S. 670, and Helvering v. Eubank 
[40-2 usrc § 9788], 311 U. S. 122. 


Assigned Income After Transfer 


As the economic benefit derived trom the 
assignment of the income is the factor 
deciding the taxability of the income, it 
must be asked whether this benefit accrues 
now to the old or to the new owner. 


In the case of a gratuitous assignment, 
no economic benefit may be derived by 
the new owner. On the contrary, he re- 
ceives the property stripped of its income, 
while the old owner loses nothing of the 
economic satisfaction, to gain which he 
undertook to make the assignment of the 
income. The economic benefit, which he 
wished to secure for himself and which he 
otherwise could have obtained only by the 
expenditure of money, still accrues to him. 
His continuing taxability on the income is, 
therefore, justified. 


Since an owner who had previously as- 
signed the income as a gift may relieve 
himself from taxability thereon by trans- 
ferring to the same person the income- 
producing property as well, it seems at first 
glance puzzling why he should not be 
able to achieve the same result by trans- ~ 
ferring this property to a third person. 
The answer is that in the first situation 
the transfer of the property nullifies the 
effect of the gift of the income as a sepa- 
rate transfer, while in the second situation 
the gift of the income does not lose any 
of its effects as a separate gift. Conse- 
quently, since the economic effect of- the 
first gift is upheld, the taxability of the 
old owner, whose liability under the assign- 
ment of the income is being performed, 
remains unchanged. 


Assignment for Consideration 


An assignment made for consideration 
may serve a wide range of the most differ- 
ent purposes—purchase, lease, loan, ali- 
mony, etc. 


An owner assigning the income from a 
piece of property for these or similar pur- 
poses deviates this income from its source 
to obtain an economic advantage, and is, 
therefore, taxable thereon. If he transfers 
the income-producing property encumbered 
with the assignment, again—as in a gratui- 
tous assignment—the question is whether 
the economic advantage derived from the 
income still accrues to him or to the 
new owner. The answer will depend on 
whether the transferring owner or the 
transferee is personally liable or whether 
one or both of them have restricted their 
liability to the assigned claim. 
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Before this problem is discussed, it must 
be recalled that personal liability of a 
debtor is the rule and that limited liability 
may ensue in one of two ways. First, 
a debtor may promise payment out of a 
specific fund, and only out of this fund; 
should the fund later not yield the ex- 
pected proceeds, the creditor cannot enforce 
payment against the debtor. Second, a 
debtor miay exclude personal liability to 
pay, but may grant a security in a specific 
piece of property and thus prevent the 
creditor from attaching other property in 





Transferee Personally 


Old Owner Personally Liable 
Old Owner Not Personally Liable 


It has no bearing on the solution that, 
in addition to the assignment of the income, 
a lien was also placed on the property. 


Case 1: Where both transferor and trans- 
feree are personally liable, the reasons why 
the latter should be taxable are obvious. 
It is he who receives, with the income- 
producing property, also the right to the 
income, though subject to the assignment. 
It is his liability which is decreased and 
eventually extinguished by the income, and 
it is his property which thereby increases 
in value. Since the law treats the trans- 
feree in all respects as the principal debtor 
and the former owner merely as a surety, 
it is proper to attribute the greater weight 
to the extinguishment of the liability which 
now has become the primary liability, 
namely, the liability of the transferee. The 
incidental decrease of the old owner’s debt 
does not warrant his taxability. 


Case 2: Where the old owner is not 
personally liable, the same reasoning ap- 
plies except that in this case the last 
argument is even simpler because no lia- 
bility of the old owner, not even a sub- 
sidiary one, is extinguished. 

Case 3: Where the old owner remains 
personally liable and the transferee takes only 
subject to the assignment, the case is different. 
It is clear that the liability of the old owner 
and not that of the transferee is extinguished, 
since the latter has not become personally 
liable and oniy the property acquired by him 
remains liable. The old owner remains 
personally liable, but the transferee, as far 
as his personal liability is concerned, is 
not even in the position of a surety. It 
is, therefore, not apparent why someone 
acquiring property without the right to 
the income from it should become taxable 


Case 1: Transferee 
Case 2: Transferee 


case of default. 
of a personal liability, then, is that it may 
be enforced against the debtor’s property 
generally. Whether the debtor must make 
the payment himself or only suffer the 
creditor’s taking of his property or money, 
has no bearing at all on the question. 
Anticipating the results which now will 
be developed, the following table indicates 
who, after the transfer of property the 
income from which had been assigned, is 
taxable on the income from this property: 


Transferee Not 
Personally Liable 
Case 3: Old Owner 
Case 4: Transferee 


Liable 


on this income if every advantage accrues” 


to the former owner and the transferee 
derives solely the advantage that the value 
of his property increases—as he anticipated 
on acquiring it and on fixing the price he 
paid. This is the situation in the case of 
J. Gregory Driscoll and Mildred W. Driscoll! 
where a lessee of an oil lease mortgaged 
his interest and assigned the oil to be 
produced to a trustee in order to secure 
his creditor and to extinguish his personal 
indebtedness. The interest of the lessee 
was several times assigned, either with or 
without the assignee’s assuming the per- 
sonal liability. The last assignee took only 
subject to the mortgage and assignment. 
The Tax Court held: 


“She [the assignee] was not taxable on 
the payments made on the indebtedness, 
which was at all times the legal obligation of 
some other person. 


“In acquiring the interest in the lease, sub- 
ject to the mortgage and the assignment, 
she [the assignee] acquired no interest what- 
ever in the oil which produced the income 
here in dispute. That oil had been validly 
assigned before she acquired her interest 
in the lease. The oil to which she was en- 
titled under her assignment was the oil to 
be produced after the obligation to the bank 
was fully satisfied. Until that time, she 
was not entitled to any oil produced from 
the premises in question, or to its proceeds. 
She never received the income, nor any 
benefit from it. It was not at her disposal 
or subject to her dominion or control. She 
could not successfully have demanded its 





® CCH Dec. 13,812] 3 TC 494 (acq.). Cf. 
Herbert A. Loeb [CCH Dec. 14.790(M)], 5 TC 
1072, aff'd [47-1 ustc $9112] 159 F. (2) 54 
(CCA-7, 1946). 
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payment to her. The indebtedness upon 
which it was applied was not incurred by 
her, nor was it ever assumed by her as a per- 
sonal liability.” See P. T. Clary [CCH Dec. 
11,371] 42 BTA 1142.” 

Case 4: Where neither of the parties is 
personally liable, the payments made to the 
assignee, though they do not decrease a 
personal liability of the transferee, increase 
the value of his property. Contrary to that, 
no advantage at all can accrue to the prior 
owner. He may still enjoy the benefit of 
the consideration received by him in encum- 
bering the property; but when he sold it, 
he suffered a corresponding decrease from 
the sales price or, when he transferred it as 
a gift, the value of the gift was likewise les- 
sened by his prior encumbering. The taxa- 
bility of the transferor, therefore, is out of 
question. 


The advantages accruing to the transferee 
seem to justify his taxability. The reason- 
ing of the Tax Court in the Driscoll case 
can be applied only where the benefits of 
the transferee are compared with those flow- 
ing to a personally liable predecessor. In 
the absence of a personal liability of the 
transferor, however, these benefits seem 
strong enough to bring about the taxability 
of the transferee. This problem may not be 
too important in the case of real estate. 
Section 29.23 (b)-1 of Regulations 111 rec- 
ognizes that “an owner not directly liable” 
may deduct interest paid to the mortgagee; 
that part of the assigned income which is 
applied for interest is, therefore, deductible 
by the owner from the income which is 
treated as received by him. The question, 
however, may gain great importance where 
the income is much greater than the interest, 
e. g., where shares are given as security or 
where the interest is assigned to a creditor 
who has no lien on the property. 


Transferor’s Principal Liability 


Since the question of whether or not the 
transferor-assignor is personally liable has 
such bearing on our problem, it seems ad- 
visable to devote some remarks to it. An 
assignment not only involves a transfer of 
the assignor’s claim to the assignee but also 
becomes a part of the contractual relations 
between the parties in that contract; hence, 
the assignor is under a contractual duty 
arising out of that initial contract regard- 
less of whether or not he is liable under 
the assignment. Ascertaining whether or 
not he is personally liable under this basic 
contract, is usually not difficult and depends 


TItalics added. 


Assigned Income After Transfer 


on the agreement between the parties, which 
but seldom gives rise to doubt. Personal 
liability of a debtor being the rule, excep- 
tion to the rule and restriction of the lia- 
bility to a specific piece of property or the 
income from it must clearly be agreed to 
be efficient. 


Liability Under Assignment 


Where the assignor is not personally 
liable under the basic contract and later, 
in order to perform it, makes an assign- 
ment, the assignee will have to produce the 
strongest evidence to overcome the prima 
facie case of the assignor if he wishes to 
prove that the latter intended to make him- 
self personally liable, at least inasmuch as 
the assignment comes into play. Suppose 
an owner of a building has issued bonds 
enforceable merely against the property and 
has assigned the rent to the trustee for the 
bondholders. When later he has reason to 
expect that the property temporarily will not 
yield rent, he may assign a claim against 
one of his debtors to be applied on the due 
interest installment. He will not intend, in 
all probability, to make himself personally 
liable if this second assignment fails. The 
creditors can proceed against the property 
only, but cannot, relying on the assign- 
ment, assert a personal claim against the 
owner. 


Collection Assignee 


Often no notice of the assignment 15 
given to the debtor since even without it the 
assignment is valid not only between the 
parties but also against the trustee in bank- 
ruptcy and against subsequent creditors who 
garnish the assigned claim. In case of a 
wrongful second assignment of the claim, 
the assignee’s position may be less secure. 
But even in those jurisdictions where a 
subsequent assignee who has collected the 
claim prevails against a prior assignee who 
did not give notice to the debtor, such 
notice may still be omitted if the assignee 
has full confidence in the personal honesty 
of the assignor and if his object is mainly 
to obtain security against deterioration of 
the assignor’s financial position. However, 
though such arrangements may well serve 
purposes of security, the secrecy can no 
longer be upheld when the claim falls due, 
as the debtor without notice and knowledge 
of the assignment would pay to the assignor. 
The assignee may then go one step further 
and allow the assignor the collection of the 
claim, relying on the rule that the collected 
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money will become a 
hands of the assignor.® 


trust fund in the 


Coupons, Dividends and Rents 


Again the question as to the nature of 
the assignor’s liability under these circum- 
stances arises. Since this problem will 
appear most frequently where not only the 
income is assigned for collection but the 
income-producing property also is given as 
security, it is discussed here in relation to 
these situations, the conclusions being the 
same where income is assigned without the 
giving of security. The situations most 
frequently encountered relate to coupons, 
dividends, and rents. 


Where bonds with interest-bearing cou- 
pons are pledged, only the pledgee can 
collect the coupons, as a pledgor must 
transfer possession to the pledgee. In some 
states the rule of the Restatement ® is recog- 
nized, namely, that the pledgee may return 
the pledged instrument to the pledgor for 
the limited purpose of collection without 
losing his rights under the pledge. This 
applies, of course, also to coupons. 


The assignee of dividends may secure 
a lien on the stock by obtaining possession 
of it. He need not insist on his being regis- 
tered as pledgee with the corporation, but 
may obtain a power by the owner to have 
himself registered on the books of the cor- 
poration in case of default of the assignor 
and in certain other situations. This power 
may be made irrevocable since it is coupled 
with an interest. As to the dividends the 
assignee is protected by the mere assign- 
ment within the limits outlined above. In 
order to collect them without disclosing 
the transaction, the pledgor-assignor usu- 
ally is given a power or license granted 
either in the original instrument or later. 
Especially in the former case, the pledgee 
may promise not to revoke unless the 
pledgor violates any duty under the contract. 

The rule is very much the same for real 
estate. One variation occurs if the owner 
not only mortgages his property for a debt 
but in addition “pledges” the rents and 
profits of the property; this “pledging” is 
given no effect before the mortgagee re- 
duces the rents to possession. After going 
into possession, however, he is in a position 
similar to that of a pledgee, who is in pos- 
session from the outset. The character of 
the assignor’s liability can be questioned 


®See cases cited in Corpus Juris Secundum, 


‘‘Assignment,’’ Section 101, footnotes 57, 58 and 
59. 


* “Security,’’ Section 11 (2). 
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only if he collects the assigned rent with’ 
the consent of the assignee. 

Rents of a building, being a claim againg 
the tenants, may also be made the subjec_ 
of a separate assignment for security a 
well as for collection. To this situation the 
rules developed above apply. 

In these examples it is manifest tha 
the assignor in collecting the claim for the 
assignee does not increase his liability wher’ 
that liability was limited to a specific piec 
of property. Whether he is acting in the 
interest of the assignee, to facilitate the 
collection of the claim, or in his own interes 
to avoid disclosing the assignment, he can 
act merely by virtue of a power or licens 
given by the assignee. Thus, he become 
the agent of the assignee for the limited 


purpose of collection and, as agent, is re 


sponsible for damages should he violate 
his duties. This responsibility, however, is 
quite independent of the liability made t 
perform the assignment, and cannot increas 
that liability, just as any other new trans. 
action between the parties under which the 
assignor assumes unrestricted personal lia 
bility has no bearing on a restricted liability 
under a prior contract. 

The rule applies also to the assignments 
of part of a claim. In the latter case, the 
agreement between the parties may provide 
that the assignee should collect the whole 
claim and then remit the unassigned part 
to the assignor. No new tax question arises 
here. 


Transferee’s Liability 


After having ascertained the nature 0 
the liability of the transferor who had origi: 
nally assigned the income, the same investi 
gation as to the liability of the transfere 
and his successors must be made. That the 
one may be personally liable while the other 
is not, is most evident in the case of: 
mortgage. The transferee may take “sub- 
ject to the mortgage,” thus avoiding the 
assumption of the personal liability of the 
transferor; where the transferor was no 
personally liable, the transferee may or ma} 
not assume personal liability. 

Where the property is not mortgage’ 
and merely the income from the properti 
is assigned, the same principle applies; th 
transferee of the property may assume tht 
liability or take “subject to the liability: 
In the former case, a novation usually ot 
curs, where the transferor is released from 
his obligation. 

A clear understanding of the nature 0 


the liability will greatly facilitate the s07 


lution of each of the possible situation’ 
discussed. 


F 
P 
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State Legislation 


and Federal Taxation 


By J. WILLIAM NORMAN, JR. 


Instructor, College of Law 
John B. Stetston University, De Land, Florida 





tT EXTENT AND INCIDENCE of 
federal taxes not infrequently are af- 
fected by differences in state laws”. The 
most prominent illustration of this principle 
is the disparity between the federal income 
tax burden of residents of community prop- 
erty states and that of other states. More 
than anything else, it has shown that state 
legislatures can affect the amount of federal 
tax paid by residents of their respective states. 


Since the decision of Commissioner v. 
Harmon; clarifying the requirements of 
valid community property legislation for 


federal tax purposes, there has been much 
activity in the states toward adoption of 
community property systems. Soon there- 
after,,5 Oklahoma amended its law to cure 
the defects which this decision had revealed. 
Other local jurisdictions following Okla- 
homa’s example by enacting community 
property legislation were Hawaii,* Oregon,°® 
Pennsylvania,* Nebraska* and Michigan.° 


1Mr. Justice Brandeis in Phillips v. Commis- 
sioner [2 ustc § 743], 283 U. S. 589, 602 (1931). 

2 [44-2 ustc 7 9515] 323 U. S. 44 (1944). 

- Approved April 28, 1945; effective July 20, 
1945. 


Ps Approved March 30, 1945; effective June 1, 
1945 


5 Approved April 19, 1947; effective July 5, 
47 


® Approved July 8, 1947; effective September 
1, 1947. Declared unconstitutional by Pennsyl- 
vania Supreme Court in Willcox v. Penn Mu- 
oe Life Insurance Company, November 26, 


. =a June 12, 1947; effective September 
, 1947, 


wn July 1, 1947; effective October 1, 


* Bill reported favorably by House committee 
July 24, but recommitted August 7. 

Bill introduced February 26; 
House by vote of thirty to forty-five. 

1 Died in committees of both houses. 


% Passed by House May 12; defeated in Sen- 
ate May 28. 


defeated in 


State Legislation 


Community property proposals received 
legislative consideration during 1947 in 
other states, including Alabama,® Arkansas,” 
Colorado," Florida,” Illinois,“ Indiana,” 
Iowa,” Kansas,” Massachusetts,” Missouri,® 
New Hampshire,” Rhode Island,” South 
Dakota*™ and Wyoming.” 


Community property has received much 
professional and lay attention ™ as a method 
by which states may influence federal tax- 
ation. However, little thought has been 
given to other methods. A consideration 
of various legal fields reveals other areas 
in which local law may advantageously 
affect the federal taxes of the residents of 
a state considered as a whole. ; 


Husband and Wife 


Joint estates are closely related to com- 
munity property in tax consequences. If 
state law gives the husband certain rights 
over income derived from property held as 





18 All proposals tabled June 9 by House com- 
mittee. 

14 Passed by House; defeated in Senate. 

1 Died in House committee. 

16 Reported on favorably by Senate commit- 
tee; stricken from calendar by concurrent reso- 
lution. 

17 Hearings held before House committee early 
in June; referred to committee for further 
study. 

18 Bills still pending in Senate and House, 
awaiting beginning of January, 1948 legislative 
session. 

12Community property discussed, but no bills 
introduced. 

2 Resolution passed creating joint committee 
to study and report January, 1948. 

21 Tabled by House committee January 27. 

22 Died in Senate committee. 

3 Trammell, ‘‘The Tax Advantage of a Com- 
munity Property System,’’ 1 Arkansas Law Re- 
view 40 (1946); Yoder, ‘‘How Nine States Beat 
the Income Tax,’’ 219 Saturday Evening Post 23 
(May 24, 1947): ‘‘Income Tax Detour,’’ Busi- 
ness Week, December 21, 1946, p. 34. 
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tenants by entireties and the proceeds de- 
rived from its sale, all income and capital gains 
derived from the property must be included 
in his gross income.* More favorable tax 
results are achieved in states where the law 
divides the right to income from such prop- 
erty equally between husband and wife,” 
thus enabling them to report it separately. 


Joint Tenancies 


Income from property held as joint ten- 
ants is taxable to the tenants in proportion 
to their interests therein.* ‘The underlying 
concepts of husband-wife joint tenancies are 
somewhat different from those of tenancies 
by entireties. The common-law fiction of 
the unity of husband and wife with the 
husband dominant, does not underlie joint 
tenancies. Instead, the tenants are con- 
sidered as two individuals of equal status. 
For this reason, it would seem that even 
when such tenancies are shared by spouses, 
the husband would never be taxed on the 
entire income™ unless circumstances proved 
it to be a sham transaction.™ 


A consideration of these types of joint 
ownership shows that the federal income 
tax favors states with liberal married women’s 
acts.” To the extent that husband and wife 
are made equal before the law and married 
women are given the rights and privileges 
of femmes seules, the division of income is 
facilitated. For example, spouses holding 
property as tenants by the entirety in a 
state where such ownership is disadvan- 
tageous tax-wise may change the ownership 
to a joint tenancy, thereby achieving a divi- 
sion of the income. But for such a change 
to be effective, it must be shown that state 
law permits husband-wife joint tenancies.” 





‘The basis of such permission is the wife's 
. - , 

right to own property free from the domi- 
nation of her husband. 


Taxation 


What exactions are deductible as “taxes” 
under Internal Revenue Code Section 23 (¢), 
is a question of federal law.” A state may 
not convert an exaction which is not a tax 
into a tax merely by so naming it.” A slight 
change of form, however, may make an 
exaction deductible as a tax which other- 
wise would not be deductible. For ex- 
ample, state tax delinquency penalties are 
not deductible.” But the state may make 
such penalties into taxes by abolishing the 


penalty, making the tax payable at a later? 


date and giving a discount for prompt pay- 
ment. Thus, the entire exaction becomes 
a tax with no change in substance. The 
change in form from a penalty for late 
payment to a discount for prompt payment 
would seem to be sufficient to change the 
tax consequences.” 


Tax Liability 


Taxes—except sales taxes “—are deductible 
only by the person upon whom they are 
imposed.* State law is conclusive in deter- 
mining who is liable for a state tax; the 
economic incidence of the tax is immaterial. 


Excise Taxes 


A state must choose between the retailer 
and the consumer in deciding upon whom 
to impose an excise tax. As Code Section 
23 (c) stood before 1942, the maximum fed- 
eral income tax benefit was derived by im- 
posing the tax upon the consumer. A 
comparison of the alternatives shows why. 





*% Cooley v. Commissioner [35-1 ustc ° 9134]. 


7 F. (2d) 188 (CCA-1, 1935): cert. denied 295 
U. S. 747 (1935) (Mass.). 

37. T. 3796. IRB 1946-9 (D. C.): G. C. M. 
3111, VII-1 CB 112 (1928); I. T. 3235. 1938-2 


CB 160 (Fla.): George E. Saulsbury [CCH Dec. 
7927]. 27 BTA 744 (1933) Md.): Commissioner 
vw. Hart [35-1 ustc 7 9300]. 76 F. (2d) 864 (CCA-6, 
1935); Paul G. Greene [CCH Dec. 15,226], 7 TC 
142 (1946) (Mich.): Daniel Upthegrove [CCH 
Dec. 9209]. 33 BTA 952 (1936) (Mo.): Mollie 
Shaffran [CCH Dec. 5€08]. 18 BTA 91 (1929) 
1 ie 23 ae Alle IRB 1945-12 (Ore.): George 
K. Brennen [CCH Dec. 14,515], 4 TC 1260 (1945) 
(Pa.). 

JT. T. 3754, 1945 CB 143 

7 Cf. L. C. Mitchell [CCH Dec. 8171]. 28 BTA 
767 (1933); Francis Krull [CCH Dec. 3621], 10 
BTA 1096 (1928): I. T. 3754, 1945 CB 143. 

2% McInerney v. Commissioner [36-1 
§ 9174], 82 F. (2d) 665 (CCA-6, 1936). 

2 David Afremow [CCH Dec. 7540]. 25 BTA 
1246 (1932): Thomas F. Willmore [CCH Dec. 
5800]. 18 BTA 1044 (1930): Jerry Galatis [CCH 
Dec. 2814], 8 BTA 213 (1927). 
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2 Mertens. Law of Federal Income Taxa 
tion, Section 17.03. 


31 Oscar Mitchell [CCH Dec. 7819], 27 BTA 
101 (1932) (by inference). 

Cf. U. S. v. Constantine [36-1 ustc 1 9009] 
296 U. S. 287 (1935) (penalty). 

33 Helen B. Achelis [CCH Dec. 8088], 28 BTA 
244 (1933). 

31 Confessedly, there is no authority for this 


suggestion. However, in view of the number 


of states which use the discount arrangement © 


the very absence of cases seems to indicate that 
the Commissioner has never contested a de 
duction of the full amount of the ‘‘tax.”’ 

% Revenue Act of 1942, Section 122; Interna 
Revenue Code Section 23 (c) (3). 

% Magruder v. Supplee [42-2 ustc {§ 9498], 316 
U. S. 394 (1942): Eugene W. Small [CCH Dee 
8015]. 27 BTA 1219 (1933); Regulations 111, Sec 
tion 29.23 (c)-1 (a). 

33 Magruder v. Supplee, supra; Walsh-McGuirt 
Company v. Commissioner [38-2 ustc 4% 9364] 
97 F. (2d) 983, 984 (CCA-6, 1938): Paul. Selecteé 
Studies in Federal Taxation (2d series, 1938) 
pp. 23, 24. 
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When the tax was imposed upon the re- 
tailer, the consumer could not deduct the 
tax, even though he bore the economic in- 
cidence.® The retailer could deduct, it but 
he received no tax benefit from the deduc- 
tion since he had to report as income the 
part of the retail price which represented 
the tax.” On the other hand, when the 
tax was imposed upon the consumer, he 
could deduct the tax on his federal income 
tax return. If the retailer was made a tax- 
collecting agent under state law, he could 
not deduct the tax, but the tax consequences 
to him were not less favorable than when 
the tax was imposed upon him, since he 
did not have to report as income the part 
of the total retail price of the article which 
tax. Even if the retailer was not 
made an agent, thus making the tax portion 
of the price includible in his gross income, 
there was no tax detriment to him since 
he could an expense that part 


was the 


deduct as 


41 


of the price. 


Sales Tax Deductibility 

The Act of 1942 sought a 
greater nation-wide uniformity by making 
in the consumer’s return (as well 


1? , 7 
nevenue 





} + 
deduct 


as in the retailer’s) sales taxes imposed by 
state law on the retailer, provided the amount 
t tax was separately stated and the 
unt so stated was paid by the consumer. 
[his provision did not, however, bring about 


in the deductibility of 
It purported to affect 
7 sales taxes” only, and 
nder certain circumstances. Thus, 
r state excise tax does not fall 
new subparagraph (3) 






OI Code 





c) relating to sales taxes, re- 
sort had to the old law, as now 
emby subparagraph (1), to deter- 
mine whether the tax benefits of deducti- 
bility by the consumer are achieved. 


The safest way for a insure 
a tax will be deductible by the con- 
‘ris to impose the tax upon the con- 


Dependence on subparagraph (3) 


state to 












% Malcolm McDermott [CCH Dec. 13.951]. 3 
TC 929 (1944), reversed on other grounds [45-2 
UsTC * 9340]. 150 F. (2a) 585 (CA of DC. 1945): 
agli Eckstein [CCH Dec. 11,048], 41 BTA 
‘Ss (1940). 

*5 Mertens. op. cit., Section 27.37. 

* Section 122, adding new subparagraph (3) 
to Code Section 23 (c). 

“I. T. 3616, 1944 CB 136. 

“Not deductible: I. T. 3670, 1944 CB 144 
(Mass. liquor, tobacco). 

“Not deductible: I. T. 3616. 1943 CB 136 
(Tenn. tobacco); I. T. 3636, 1944 CB 103 (Fla. 
a I. T. 3687, 1944 CB 114 (Fla. ciga- 


* Regulations 103, Section 19.23 (c)-1 (b). 
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will not then be necessary, and the right 
result will be obtained, as before 1942, with- 
out adherence to the technical requirements 
of subparagraph (3). 


Taxation of Retailer 


If a state prefers not to impose the tax 
upon the consumer, but wishes to bring it 
within subparagraph (3), several require- 
ments must be satisfied: “ 

(1) State law must impose the tax upon 
the retailer, that is, the one who sells to 
the ultimate consumer or purchaser.@ 

(2) The event taxed must be a retail sale, 
the last sale of the article within the state.” 

(3) The amount of the tax must 
stated sum per unit of the property 
or must be “measured 
price of the property, 
from the sale, or the 
the services furnished.” 

(4) The amount of the tax must be sepa- 
rately stated to the purchaser. While it 
appears that the deduction may be obtained 
even though state law not require 
separate statement of the such a re- 


“cs 


be “a 
sold,” 
by the gross sales 
the gross receipts 
gross reeeipts for 


does 


tax, 


quirement is advantageous since it raises 
a presumption of separate statement.“ 
Corporations 


Dissolved corporations often experience 
dificulty in bringing suits for refunds and 
petitions before the Tax Court. Neither 
can be done by a corporation whose exist- 
ence, according to state law, is completely 
terminated and for whom no one can act.* 
A state can insure a dissolved corporation 
an opportunity to press its federal tax claims 
either by authorizing its existence after dis- 
solution for the purpose of closing up its 
business “ or by authorizing someone con- 
nected with the corporation to act in its 
behalf.” If it is thought desirable to limit 
this phase of the corporation’s existence, 
the limit should be fixed with reference to 
federal tax statutes of limitations. 








4 J. M. O’Brien Finance Company v. Thomas, 
19 A.F.T.R. 1344 (DC Tex., 1937): Charles A. 
Zahn Company v. U. 8. [4 ustc § 1262]. 6 F. 
Supp. 317 (Ct. Cls., 1934): S. Hirsch Distilling 
Company [CCH Dec. 4737], 14 BTA 1073 (1929); 
First National Bank of Wichita Falis [CCH Dec. 
13.721]. 3 TC 203 (1944). 

“ George Wiedemann Brewing Company [CCH 
Dee. 1583]. 4 BTA 664 (1925): Central National 


Bank [CCH Dec. 3928], 11 BTA 1017 (1928): 
Grand Rapids Brass Company [CCH Dec. 
13,629]. 2 TC 1155 (1943). 

47 Consolidated Companies [CCH Dec. 4916]. 


15 BTA 645 (1929): Herbert Brush Manufac- 
turing Company [CCH Dec. 6770], 22 BTA 646 
(1931). 
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Nevertheless, state law may protect a ata estate <i gptt Spree he — er by t 
grantor or fiduciary from this result by ‘°™T& but whic could revert to him 1} : conti 
limiting his powers, despite broad grants survived all beneficiaries and contingent 44. 
of power in the trust instrument, to those beneficiaries. The Supreme Court has im )harg, 
which would not subject him to taxation plied that no matter how remote the poss legat 
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48 Blair v. Commissioner [37-1 vustc 1 9083], 83 Helvering Vv. Clifford [40-1 ustc { 9265], 3 raed 
300 U. S. 5 (1936); Lowery v. Helvering [1934 S. 331 (1940); Regulations 111, Sections 292 [43-1 
CCH § 9298], 70 F. (2d) 713 (CCA-2, 1934); Com- aa 29.22 (a)-22, 29.166-2. Y 
7H ) iy ie cH pel’: M 
missioner v. Field [2 ustc { 561], 42 F. (2d) 820 Hiram C. Bloomingdale [C 47 (15 
(CCA-2, 1930). 14,217(M)], 3 TCM 1150 (1944). a A 
4 St. Louis Union Trust Company v. U. S. 5 Cf. Regulations 111, Section 29.22 (a)-22. 1937 
[44-2 usrc 9406], 143 F. (2d) 842 (CCA-8, 1944). 58 [42-2 ustc f 9750] 317 U. S. 154 ro a Chap’ 
%® Edwyna Applebye Robinson [CCH Dec. *t Helvering v. Hallock [40-1 ustc { 9208]. eter 1 
/ 7 U. S. 106 (1940); Regulations 105, Section 81.119 
1556], 4 BTA 504 (1926) (N. Y.). 88 Fidelity-Philadelphi at 6 ny ¢ ae 
51 Byrnes v. Commissioner [40-1 ustc { 9279], ame ia ae’ © ohh 168], mm US. ms. se 
110 F. (2d) 294 (CCA-3, 1940) (Pa.). (1945). But cf. Estate of Edward P. Hughe on 
® St. Louis Union Trust Company v. U. S8., [CCH Dec. 15,510], 7 TC 1348 (1946), and Bt 2a) | 
supra; Commissioner v. Blair [1932 CCH { 9368], tate of Nettie Friedman [CCH Dec. 15,552], § os 
60 F. (2d) 340 (CCA-7, 1933). TC 68 (1947). State 


38 


January, 1948 


TAX ES—The Tax Magazin 


Fs 


‘leased 
wers. 
settlor 

1acting 
e from 
ections 
rescue 

y tuart® 
“ustees, 
wer to 
espect” 
imitted 
stantial 
-r tried 
settlor’s 
e broad 
accu 

t to the 
settlor’s 
Illinois 

pite the 


e many 
rt trust, 
inherent 
lent, the 
> on the 
d no in 
sibilities. 
unduly 
r up the! 
on deny: 
express 
ent. 


. some: 


ecedent’s 
as trans 
1im if he 
ontingent 
+ has im 
the poss 
ie of the 
he gross 
his resul 
f convey 





| 9265], 3 
‘tions 29.2 
CH Det 
(a)-22. 
942). 
1 9208]. 3 
ction 1.1 
ympany * 
U. Ss. i 
P. Hughé 


;), and Bry 


, 15,552], | 


Magazin 


ance that if all beneficiaries predecease the 
grantor, the property is to revert to the 
state. State legislation may insure this re- 
sult where the possibility of reverter is 
remote by requiring a conclusive presump- 
tion that such was the grantor’s intent, in the 
absence of clear stipulation for a reversion. 


Charitable Deductions 


Several states have statutes voiding testa- 
mentary dispositions to charities made within 
a certain period prior to the testator’s death. 
These statutes are for the benefit of the 
heirs, and may be waived by them. When 
the statute is waived, the question arises as 
to whether the bequest to the charity (which 
is validated thereby) should be considered 
as having been made by the testator so as 
to entitle his estate to a charitable deduc- 
tion or as an intestate succession and a 
transfer by the heirs to the charity. It 
has been held™ that the answer depends 
upon whether state law makes the transfer 
void or only voidable at the option of the 
heirs. The purpose of such statutes to pro- 
tect the heirs against excessive charitable 
bequests motivated by fear of the afterlife, 
is equally served whether the law holds one 
way or the other. Thus, a state may, with- 
out interfering with the function of the 
statute, provide that such a bequest will 
be valid, in whole or in part, unless the 
heir elects to avoid the bequest. The state 
law being such, the estate will be entitled 
to a charitable deduction. 


Estate Residue 


The estate tax is payable out of the residue 
of the estate, in the absence of provision 
by the grantor or a state statute to the 
contrary.” Where the decedent or his legal 
advisor was not cognizant of this principle, 
hardship may be visited upon the residuary 
legatees. It is not uncommon for a testator 
to have settled inter-vivos trusts, not realizing 
that because of some insignificant power 





° Commissioner v. First National Bank of At- 
4 [39-1 ustc { 9368], 102 F. (2d) 129 (CCA-5, 

®See Harrison v, Northern Trust Company 
[43-1 ustc § 10,004], 317 U. S. 476 (1943), and 
Y. M. C. A. v. Davis {1 ustc 7 89], 264 U. S. 
AT (1924). 

® Arkansas Acts, 1943, Act 99: Maryland Acts, 
1937, Chapter 546; Massachusetts Laws, 1943, 
Chapter 519; New Hampshire Laws, 1943, Chap- 
ter 176; New York Decedent Estate Law, Sec- 
tion 124; Pennsylvania Statutes, Title 20, Section 
B44; Rhode Island General Laws, 1938, Chapter 
A3, Section 33. 

“Kyle v. McGuirk [36-1 ustc { 9121], 82 F. 
(2d) 212 (CCA-3, 1936); Shambaugh v. Scofield 


State Legislation 


retained, the entire trust property will be 
included in his gross estate. Or a testator 
may provide in his will for testamentary 
trusts without specifying that such trusts 
are to bear their proportion of the estate 
tax. Being generous in these ways with 
those who are not as near and dear to him, 
he may then bequeath to his family the 
residue, which would be adequate except 
for the tax but which is greatly diminished 
or obliterated in bearing the tax burden of 
the entire estate. 


To prevent this result, several states® 
have passed statutes distributing the federal 
estate tax burden proportionately over the 
items included in the gross estate, in the ab- 
sence of stipulation in the will to the contrary. 


Exemptions 


Property exempt by state law from cred- 
itors’ process may, nevertheless, be dis- 
trained upon for collection of federal taxes.” 
It seems, however, that state law may in 
effect provide an exemption from federal 
tax distraint by giving an interest in the 
property to someone other than the tax- 
payer. Thus, where state law provides that 
the beneficiary of an insurance policy has 
a property interest therein, there can be 
no distraint against the policy.” Similarly, 
where the wife is given by law an undivided 
interest in homestead property, there can 
be no distraint to enforce collection of the 
husband’s taxes.“ The principle requiring this 
result is that property of one person cannot 
be taken to satisfy the tax liability of another.® 


It is possible that a statute giving the 
other person the entire ownership of the 
property (as where the beneficiary is given 
full ownership of the insurance policy) would 
not benefit a state’s residents as a whole 
since the property would be subject to dis- 
traint for the taxes of that person. How- 
ever, giving both parties an _ indivisible 
interest seems to be effective to prevent 
distraint to collect the taxes of either.” 


[42-2 ustc J 9826], 132 F. (2d) 345 (CCA-5, 1942); 
I. T. 1683, II-1 CB 172 (1923). 

6 Cannon v. Nicholas [35-2 ustc § 9672], 80 F. 
(2d) 934 (CCA-10, 1935) (Colo.). 

6 See Jones v. Kemp [44-2 ustc { 9410], 144 
F. (2d) 478 (CCA-10, 1944) (Okla.), followed in 
Bigley v. Jones [46-1 ustc § 9161], 64 F. Supp. 
389 (DC Okla., 1946). 

6 Paul, op. cit., p. 47. 

6 Ullman v. Rothensies [39-1 ustc { 9333], 24 
A.F.T.R. 1200 (DC Pa., 1939), aff'd [40-1 ustc 
7 9308] 110 F. (2d) 590 (CCA-3, 1940) (Penn- 
sylvania bank account held by entireties); Shaw 
v. U. S. [39-1 ustc J 9463], 24 A.F.T.R. 1209 (DC 
Mich., 1939) (Michigan realty held by en- 
tireties). 
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Transferees 


Another aspect of federal tax collection 
in which state law is significant is transferee 
liability.” This is defined in Code Section 
311 (a) as “the liability, at law or in equity, 
of a transferee of property of a taxpayer.” 
Unanswered in this definition, as well as 
in the case upholding the constitutionality 
of this section,™ is whether state or federal 
law determines transferee liability. The 
majority of subsequent decisions in lower 
federal courts favor the proposition that the 
right of the federal government to follow 
transferred assets is limited by state laws.” 


The majority decisions are based either 
on the idea that it is necessary to resort to 
state law to determine whether “transfer 
has occurred,”” or on the idea that state 
laws pertaining to creditors’ rights apply to 
the ability of the federal government as 
the taxpayer’s creditor to follow the assets.” 


The majority decisions favor transferees 
in states whose laws oppose the rights of 
creditors. Theoretically, a state might enact 
legislation diminishing the ability of cred- 
itors to follow assets into the hands of trans- 
ferees. But such legislative action would 
upset the local law pertaining to creditors’ 
rights, an important part of local legal sys- 
tems, to accomplish a desirable result in a rela- 
tively unimportant phase of federal taxation. 


Unequal Tax Burdens 


It is axiomatic that lack of uniformity in 
federal tax burdens is undesirable. One is 
impressed with the inequity of requiring a 
greater contribution to the federal Treasury 
from residents of one state than from those 
of another. Not only are residents of un- 
favored states required to pay higher taxes; 





% Note, ‘‘State Law and Transferee Liability,’’ 
94 University of Pennsylvania Law Review 434 
(1946). 

& Phillips v. Commissioner, supra: ‘‘We have, 
therefore, no occasion to decide whether the 
right of the United States to follow transferred 
assets is limited by any state laws.”’ 

® Botz v. Helvering [43-1 ustc { 9374], 134 F. 
(2d) 538 (CCA-8, 1943): Tooley v. Commissioner 
[41-2 ustc § 9540], 121 F. (2d) 350 (CCA-9, 1941); 
Irvine v. Helvering [38-2 ustc § 9560], 99 F. (2d) 
265 (CCA-8, 1938); Weil v. Commissioner [37-2 
ustc J 9428], 91 F. (2d) 944 (CCA-2, 1937); Har- 
wood v. Eaton [3 ustc $1199], 68 F. (2d) 12 
(CCA-2, 1933), cert. denied 292 U. S. 636 (1934); 
Liquidators of Exchange National Bank of 
Shreveport, Louisiana v. U. 8. [1933 CCH 
7 9351], 65 F. (2d) 316 (CCA-5, 1933); Hatch v. 
Morosco Holding Company [2 vustc f{ 739], 50 
F. (2d) 138 (CCA-2, 1931), cert. denied sub nom. 
Irving Trust Company v. U. 8S., 284 U. S. 668 
(1931). Contra: Pearlman v. Commissioner 
[46-1 ustc J 9151], 153 F. (2d) 560 (CCA-3, 1946); 
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tax burdens is a significant inquiry. 
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(3) Upon the death of either spouse, thhyido 
determination of the ownership of properti Wife; 
would involve extremely complicated ac 


Community Property 


Solution of the tax inequality problem 
occasioned by the existence of community 
property has been sought by both state an¢ 
federal action. Difficulties have been er 
countered in effecting a solution by either 


States attempting to remove the discrimi 
nation by making community property uni 
versal are faced by serious obstacles: 

(1) Some wills drawn on the assumptior 
of a common-law system of property woul 
have to be redrawn. 


(2) There would be a drastic effect o 
going businesses which had been built w 
from separate property before the passag 
of the bill. Creditors’ rights against th 
property used in such businesses would bk 
confused. The property rights of the spouse 
in the business in the event of divorce woul! 
be uncertain. 


come 





Commissioner v. Western Union Telegraph Com to M 
pany [44-1 ustc § 9254], 141 F. (2d) 774 (CCA! Th 
1944), cert. denied 322 U. S. 751 (1944); Com). 

missioner v. Keller [3 ustc 1964], 59 F. (2 fially 
499 (CCA-7, 1932). persc 


7 Tooley v. Commissioner, supra; Irvine ‘tenta 
Helvering, supra; Harwood v. Haton, sup five ; 
Contra: Commissioner v. Western Union Tel Reni 
graph Company, supra (overruling Harwood ' 
Eaton). An 


1 Botz v. Helvering, supra; Irvine v. Helt@ fave 
ing, supra; Weil v. Commissioner, supra; Htiq 
wood v. Eaton, supra; Liquidators of Exchamw > 37 
National Bank v. U. 8., supra; Hatch v. Moro® @o-sp¢ 
Holding Company, supra. Contra: Pearlman which 
Commissioner, supra. Incon 

72 ‘Many of them [taxpayers who move! fo: 
community property states] are able to pay {#4. 19 
a fine home in one year’s time with the mon@Pears 
that they save in Federal taxes." Statemeé—947). 
by Senator John L. McClellan, 93 Congressiol] “* A 
Record 8759 (July 10, 1947). 2941. 
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mount! counting problems. This would increase 
X con costs of administration. 
(4) Certain conflict-of-laws problems would 
is, tol, be created. 
to thi (5) The state would assume the estate tax 
+h mus discrimination in Code Section 811 (e) against 
gh fed!) residents of community property states. This, 
on th) while minor in comparison to the income tax 
n local’ advantage gained, is, nevertheless, a deter- 
sulation ring factor. 
onomy. (6) A change to community property 
whict| would require a constitutional amendment 
hey af in some states. 
n other 
f means ‘ . 
feder’’ Proposed Federal Legislation 
But attempts to solve the problem by fed- 
eral legislation are also met with difficulties. 
-Much attention was given to this problem in 
problem the First Session of the Eightieth Congress. 
nmunital Lhe principal proposal advanced was the adop- 
tate ani, tion of an amendment to Code Section 51(b) 
een @ which would have permitted spouses to file 
y either joint returns and pay twice the tax com- 
; puted on one half of the aggregate income.” 
discrimi, _. ; 
erty unig: Lhe greatest drawback to this proposal, 


a *as well as to the others which were made, 
is that it requires fundamental and extensive 
structural changes in federal internal reve- 
nue laws if the creation of other discrim- 
inations replacing those abolished is to be 
avoided. Without other changes in the Code, 
inequitable tax burdens would be borne by 
the widowed and single. Thus, married 
persons without other dependents often 
would contribute less to the support of the 
federal government than single or widowed 
persons with the same income but with sev- 
eral dependent relatives. As to single and 
Widowed persons without dependents, the 
differential would be even greater; the in- 
come tax would then have some resemblance 
graph Cont Mussolini’s “bachelor tax.” 


TTA (CCM The cot oe dicoeiminati " 
944): Com This sort of discrimination could be par 


59 F. (i tially offset either by increasing the single 

person’s exemption or by decreasing his 
; Irvine tentative tax by a larger percentage than 
ton, sul five per cent. Either method would involve 


Union Tel Rane : “sie 
Harwood administrative difficulties. 
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Another inequity which, in fairness, would 
2 v. Hel have to be eliminated if such an amendment 
supra; Hy _ : 
of Exchati> ™ This was the proposal of Senator McClellan, 
tv. Mores’ @o-sponsored by twenty-two other senators, 
Pearlman Which failed as an amendment to the Individual 
Income Tax Reduction Bill by a vote of fifty-two 
ho move "0 forty. 93 Congressional Record 9012 (July 
e to pay f/_l4. 1947). The full text of the amendment ap- 
h the monéPears at 93 Congressional Record 8989 (July 12, 
Stateme #947). 
‘ongressiow = “* Attempts were made in 1921, 1924, 1934 and 
#941. Ervin, ‘‘Federal Taxes and the Family,” 


x Magazit State Legislation 





should pass, is the estate tax discrimination 
against residents of community property 
states which is embodied in Code Section 
811 (e). At present, the income tax discrim- 
ination in favor of these states more than 
counterbalances this latent inequity. How- 
ever, the inequity will spring to life with 
the removal of the counterbalancing factor. 


While the necessity of making the changes 
required by a proposal such as Senator 
McClellan’s is regrettable, the difficulties 
faced by the federal government in taking 
this step toward uniformity are small in 
comparison to those faced by the states. 


Advantage Over State Action 


Federal action on this problem would 
have several advantages over state action. 
It would achieve uniformity in the other 
respects outlined above in which local law 
pertaining to spouses now causes minor in- 
equalities. The very argument that if com- 
munity property tax treatment was made 
nation-wide, discrimination against the un- 
married and widowed would follow, admits 
that such discrimination presently exists in 
those states which already have community 
property. Before removal of this inequality 
in tax incidence may be considered, it seems 
necessary to make the tax consequences of 
community property nation-wide. 


The dominant consideration impelling 
states to adopt community property laws 
without relying on federal action to remove 
this inequality, has been the failure of other 
attempts in Congress to effect a solution.” 
As the First Session drew to a close, how- 
ever, the prospects for federal action in 1948 
were excellent. Although two attempts in 
the Senate were unsuccessful,” their failure 
is not attributable to opposition in the Senate 
to federal action on this problem. The 
arguments against adoption of Senator Mc- 
Clellan’s proposal” were, first, that the 
problem should be attacked only in connec- 
tion with a general revision which would 
prevent discrimination against the unmar- 
ried, and, second, that the amendment would 
be foreign to the purpose of the Individual 
Income Tax Reduction Bill, which was 
simply to lower the rates of taxation. Some 


20 Southern California Law Review 243, n. 18 
(April, 1947). 

73 93 Congressional Record 9012 (July 14, 1947), 
93 Congressional Record 6015 (May 27, 1947). 

7% Senator Millikin, 93 Congressional Record 
9009-9012 (July 14, 1947). and 93 Congressional 
Record 5992-5995, 6013-6014 (May 27, 1947). 

77 See colloquy between Senators Baldwin, 
McClelland and Lucas, 93 Congressional Record 
8757-8762 (July 10, 1947). 
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senators who voted against the amendment is a real reason why the federal tax law 
indicated that they were in favor of achiev- should depend upon local law. For example, 
ing its objectives, but that these arguments administrative simplicity demands that de- 
were sufficient to convince them of the ductions for state taxes be given only to 
wisdom of waiting until the Second Session the person upon whom the state imposes 
to take action.” the liability. Responsibility for achieving 

national uniformity in this type of problem 

is on the states. Federal action is more 
Conclusion appropriate and should be taken where, as 
with transferee liability, there is little or 
nothing to be gained by injecting non-tax 
fields where state law is effective to give’ state law into the law of federal taxation. 
favorable tax treatment. As to some, there [The End] 


Uniformity may be sought in the other 


oir Ci tt—S—S 


WARNING TO TAX EVADERS 


Income tax agents are investigating a number of automobile dealers alleged 
to have evaded income tax on unusual profits from the resale of used cars taken 
at nominal trade-in values from persons seeking new cars. In one large Eastern 
city, evidence has been uncovered against several automobile dealers who were 
victimizing their customers by undervaluing trade-in cars, reselling these cars at 
high prices, and then attempting to evade income taxes by omitting the profits 
of these transactions from their income tax returns. 


Among other interesting developments in the Treasury’s campaign against 
tax evaders is a case that developed in the South. The owner of a building 
supply company was confronted with evidence that he had evaded taxes on 
hundreds of thousands of dollars in profits in recent years by omitting numerous 
‘sales from the books of his company. Upon being shown evidence of his fraud, 
this individual agreed to open a secret safety-deposit box, from which he withdrew 
and exhibited to income tax investigators a stack of 517 $1,000 bills and $345,000 
in bonds. He agreed to post all of the currency as a bond for payment of his 


_ taxes, interest and penalties, which are expected to amount to approximately the 
same amount. 


In a large Eastern case, investigators found that a shoe manufacturer was 
being “mulcted” of a portion of his illicit gains by associates long before gov- 
ernment investigators brought him to justice. This manufacturer had arranged 
with related businesses to send him false invoices for materials that were never 
delivered. He would then write checks to these companies in full payment for 
the phantom shipments, with the understanding that the recipients would cash 
the checks and return the money to him. However, these companies soon began 
keeping between five and ten per cent of the money for themselves as “commis- 
sions.” The final blow came when income tax investigators discovered that the 
manufacturer had been reducing his apparent taxable profits by charging the 
amounts of these false invoices on his books, and assessed him $500,000 in tax, 
interest and penalties. 
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The Accrual Date 
off the ) Vhew oth State Franchise Tac 





By GERHARD J. MAYER 


The author is a certified public accountant and a member of the bar of the 
State of New York 


RECENT, apparently not yet fully ap- 

preciated, decision of the Tax Court, 
Durst Productions Corporation; seems to have 
an important bearing on the accrual date of 
New York State franchise tax based on 
some or all of the taxable years ending in 
1943 and 1944. It requires immediate and 
careful attention even though it did not di- 
rectly involve the so-called double or triple 
deduction believed to be allowable in com- 
puting federal net income for the first tax- 
able year ending after October 31, 1944. 


Under Article IX-A of the tax law? before 
the 1944 amendments ® (hereinafter referred 
to as the “old statute”), the New York State 
franchise tax on business corporations was 
levied for a privilege year beginning on the 
November 1 next following the close of the 
taxpayer’s fiscal year, except for corpora- 
tions with fiscal years ending between July 
31 and October 31, both dates inclusive. 
For these taxpayers, the privilege year began 
November 1 of the calendar year following 
the close of the taxpayer’s fiscal year.“ The 
tax was based on facts (income or capital) 
existing during that fiscal year commonly 
known as the “basic year.” If a corporation 
ceased to be subject to franchise tax during 
the interval between the basic year and the 
privilege year, the tax liability measured by 
the former period would not come into exist- 





1 [CCH Dec. 15,863] 8 TC 1326. 

2 Consolidated Laws, Chapter 62. 

3 Laws of 1944, Chapter 415, Sections 1 and 2. 

4 People ex rel. Babcock Company v. Law [1 
NY TAX CASES { 94-211], 209 A. D. 526, 204 
NYS 459 (1924). 


New York State Franchise Tax 
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ence.’ On that state of facts, the tax was 
held to accrue as a deduction for federal 
income tax purposes on the first day (No- 
vember 1) of the privilege period * although 
its amount was ascertainable at the end of 
the basic period. The privilege year began 
from four to fifteen months after the close 
of the basic year. This hiatus was eliminated 
by the 1944 amendments. The statute as 
thus amended will be referred to as the 
“new statute.” One of the objectives in the 
amendments was to synchronize basic and 
privilege periods. This was accomplished by 
providing that for the privilege period be- 
ginning November 1, 1944, and ending with 
the close of the taxpayer’s then current 
taxable year,’ a franchise tax be levied meas- 
ured by the taxpayer’s net income or capital 
for all or any part of each taxable year be- 
ginning on or after August 1, 1942, and 
ending on or before October 31, 1945.2 The 
effect of this provision was that a franchise 
tax based on income or capital of two, and 
for certain taxpayers three, basic years was 
payable with respect to the one privilege 
period beginning November 1, 1944, and 
ending with the close of the taxpayer’s then 
current fiscal year. The tax basis (larger of 





51928 Opinions of Attorney General 77. 

6 Jamestown Worsted Mills [CCH Dec. 247], 
1 BTA 659 (1925), Acq. IV-1 CB 2; Kossar & 
Company, Inc. [CCH Dec. 5245], 16 BTA 952 
(1929), acq. VIII-2 CB 29, petition for review 
dismissed (CCA-2, 1932); Ticker Publushing Com- 
pany [CCH Dec. 12,419], 46 BTA 399 (1942), 
acq. 1944 CB 27; A. R. R. 1153, I-2 CB 92. 

7™Commonly known as ‘‘transition period.’’ 


8 Regulations (1945 edition), Article 230. 
43 








income or capital) was not changed in any 
respect material for our purposes. 

Under these circumstances many assumed 
that the total tax thus attributable to that one 
privilege period was deductible, in computing 
federal net income, during that privilege period. 


Bureau Ruling 


The foregoing view was substantially ac- 
cepted by a formal Bureau ruling,’ which 
touched upon the proper accrual date for 
years covered entirely by the new statute as 
well as for years in the transition period. 


As to the former (years beginning after 
November 1, 1944), the Bureau held that the 
tax accrues “on the first day of a corpora- 
tion’s taxable year.” The Bureau conceded, 
however, that the “amount of a corpora- 
tion’s liability cannot be determined before 
the close of its taxable year.” (Italics sup- 
plied.) The reasons for this holding are not 
stated. It is in accord with the other ex- 
pressions of Bureau policy commented upon 
below.” But its validity is impaired by the 
Durst case and, apart from that, is doubtful 
on general principles. 


The Bureau held that the tax for the 
transition period, although measured by two 
or three basic periods, is considered a single 
tax. It was held to accrue on November 1, 
1944, and to be deductible on the federal 
income tax return which includes that date. 
The holding specifically refers to a taxpayer 
on a calendar year basis, and states that in 
that case the franchise tax based on net 
incomes for 1943 and 1944 accrues on No- 
vember 1, 1944. This part of the ruling ap- 
pears to be disapproved by the Durst decision, 
at least with respect to certain fiscal year 
taxpayers. 

I shall return to the ruling after review of 
some general principles of tax accrual. 


Durst Case 


This case, decided by Judge Opper on 
June 27, 1947 (not reviewed by the court), 
involved. a corporation on the accrual basis 
whose fiscal year ended May 31, 1944. The 
taxpayer contended that as of that date its 
franchise tax based on income of that year 
should be allowed as a deduction in com- 
puting federal net income. The Commis- 
sioner disallowed the deduction on the 
ground that the tax did not accrue until 
November 1, 1944. 


®I, T. 3697, 1944 CB 116. 
*E, g., I. T. 3189, 1938-1 CB 141, relative to 
Pennsylvania capital stock tax. 
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The opinion which overruled the Com- 
missioner is short.“ Local law is covered 
only by a perfunctory summary. Prior fed- 
eral practice is not distinguished or referred 
to; nor is I. T. 3697 mentioned. On the 
ground that “computation of the franchise 
tax was fixed by the income of fiscal 1944, 
and the obligation to pay was thereupon in- 
escapable,” the court found the tax to be 
“accruable on the last minute of that day” 
(presumably May 31, 1944), citing U. S. v. 
Anderson.” While this taxpayer continued 
in business beyond November 1, 1944, the 
parties agreed that the tax would have been 
payable even though the taxpayer’s subjec- 
tion to New York State franchise tax had 
ceased by dissolution before that date. (The 
taxpayer was a domestic corporation.) As 
an alternative reason, the court stated that 
the “tax being calculated on the amount of 
earnings for the year in issue, its charge 
against those earnings seems to accord with 
the theory of accrual,” again citing Anderson 
and Bureau rulings on Tennessee corporate 
franchise tax. 


A review of the decision involves prin- 
cipally the question of whether it is in ac- 
cord with the principles of accrual permeating 
the federal revenue law. Before I attempt 
such review, it should be noted that in my 
opinion, the Durst case was decided cor- 
rectly under the particular facts. The deci- 
sion would apply equally to other situations 
which are, in material aspects, comparable. 
But in spite of its broad language, it should 
not be considered as establishing a principle 
capable of general application. 


On the other hand, within its proper set- 
ting, it will require every practitioner to 
investigate whether deductions for New 
York State franchise tax were claimed in 
the proper year, whether amended returns 
are needed, and whether the filing of protec- 
tive refund claims is required in order to 
prevent deduction for the proper year from 
being foreclosed by the statute of limitations. 


Federal Revenue Law 


Acceptance of the accrual method in the 
revenue statutes was, it will be remembered, 
somewhat of an afterthought. The new- 
comer had a hard time to secure its present 
position. The temptation to identify accrual 
date with due date was strong. Even after 





1 Briefs submitted by the litigants do not 
seem to have been as comprehensive as would 
have been desirable; nor was the statute rela- 
tive to the transition period set forth in full 
by the government. 

2 [1 ustc 7 155] 269 U. S. 422, 46 S. Ct. 131 
(1926); T. D. 3839, V-1 CB 179. 
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the Anderson case, the Board found it neces- 
sary to devote six pages to a refutation of 
the proposition “ where the type of tax was 
different from that involved in the Anderson 
case. In the Anderson case the respondent 
(the taxpayer) had urged that Congressional 
acceptance of the accrual method in Sec- 
tions 12(a) and 13(d) of the Revenue Act 
of 1916 was limited to expenses and inven- 
tories. In his view, taxes remained excluded 
and were to be deducted as paid. The 
Supreme Court felt that the Congressional 
intent was comprehensive and that taxpayers 
should be permitted to report “by charging 
against income earned during the taxable 
period, the expense incurred in and properly 
attributable to the process of earning income 
during that period.” The context makes it 
clear that Mr. Justice Stone there contem- 
plated the breadth of the accrual principle 
and not its technical features. He postu- 
lated what items were to be accrued, not 
when the accrual took place. The argument 
that even if taxes were to be reported on 
the accrual basis, they did not accrue in 1916 
—the “due date” argument—is answered by 
him separately. Addressing himself to that 
issue, he gives the response in the well- 
known reference to “all the events . 

which fix the amount of the tax and deter- 
mine the liability of the taxpayer to pay it.” 


One should expect only factual differ- 
ences of opinion in the face of this defini- 
tion. But the subsequent history of the 
problem is one of continuous encroachment 
upon the plain teachings of the Anderson 
case. The lack of a definite ascertainable 
amount has been thought of as harmless to 
an accrual. Accounting accruals were sub- 


stituted for identifiable events. Within the ’ 


framework of a statute that—rightly or 
wrongly—superimposes canons of its own 
upon the accounting concept of net income, 
either of the foregoing developments invites 
scrutiny. To some extent, both branches of such 
inquiry are pertinent to the subject on hand. 


Identifiable Event 


Disregard of an ascertained or ascertain- 
able amount as a prerequisite of accruability 
has been on the increase. Under T. D. 2433," 
accrual of an amount was permitted “pro- 
vided [it] approximate as nearly as possible 
the actual liabilities.” The ruling requires 
“actual” liabilities. It was expressly ap- 
proved in the Anderson opinion. Its meaning 
is clarified by reference to Ernest M. Bull, 





1% Hrnest M. Bull, Executor [CCH Dec. 2702], 
7 BTA 993 (1927); Acq. VII-1 CB 5. 
144 January 8, 1917. 
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Executor™ and H. H. Brown.* In the former 
case the government argued that the tax 
was not and probably could not be deter- 
mined within the period for which accrual 
was claimed. The Board conceded the truth 
of that contention, but considered the diffi- 
culty immaterial. With respect to the tax 
involved there, as well as the tax involved 
in the Brown case, all events necessary for 
determination of its amount had occurred 
during the accrual period. What remained 
to be done was but a process of computation 
and possibly evaluation. In neither case 
does the Board’s opinion infringe on the 
literal scope of the definition in the Anderson 
case. That this was the meaning of the 
Board, appears from its own subsequent in- 
terpretation of the Brown case as holding 
that it “is not necessary that the amount of 
such items be exactly ascertained in order 
to accrue them, if a mere calculation or com- 
putation based on ascertained factors is all 
that remains to be done.”™ It is quite trie 
that with respect to accrual of federal capital 
stock tax, and in some other situations, some 
Bureau rulings and Board decisions proceed 
on a different theory. In so doing, they can- 
not be reconciled with the Anderson case.” 
Nor do they find support in later decisions 
of the highest tribunal. The Supreme Court 
had little opportunity to elaborate on its 
original pronouncement. The question was 
never presented directly. -But whatever is 
learned by way of dicta indicates adherence 
to the test formulated in 1926.” 


It is true that the definition is couched in 
“not later than” language. Taken literally, 
it does not require the inference that the 
court meant to exclude accrual before all 
such events had occurred. But steps subse- 
quently taken by the court in the direction 
of prior accrual are far in between, and most 





18 Supra, footnote 13. 

1% {CCH Dec. 2803] 8 BTA 112 (1927); Acq. 
VII-1 CB 5. 

11 Selwyn Eddy Company [CCH Dec. 7554], 25 
BTA 1341, 1347 (1932); Non-acq. XI-2 CB 16. 

18 Cf. Missouri Pacific Railroad Company [CCH 
Dec. 6719], 22 BTA 267, 301 (1931); acq., non- 
acq. X-2 CB 48, 95. Contra: First National 
Bank of St. Louis [CCH Dec. 12,918], 1 TC 370 
(1942), acq. 1943 CB 8; J. I. Case Company v. 
U. 8, [46-1 ustc { 9253], 65 F. Supp. 464 (Ct. 
Cls., 1946); Commissioner v. Patrick Cudahy 
Family Company [39-1 ustc { 9429], 102 F. (2d) 
1930 (1939); Ct, D. 1411, 1939-2 CB 202. 

19s) | . the year in which ... the obliga- 
tion to pay ... has become final and definite 
in amount.’’ Security Flour Mills Company v. 
Commissioner [44-1 ustc { 9219], 321 U. S. 281, 
64 S. Ct. 596 (1944). See also the decisions 
cited in note 6 to Brown v. Helvering [4 ustc 
{ 1223], 291 U. S. 193, 54 S. Ct. 356 (1934), Ct. D. 
786, XIII-1 CB 223; also Baltimore Transfer 
Company [CCH Dec. 15,534], 8 TC 1 (1947). 
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cautious. They do not justify indiscriminate 
advancement of the accrual date. The prin- 
cipal authority will be discussed briefly in 
the following paragraphs. 


The proposition that a tax may accrue at 
a date when an event material for deter- 
mination of its amount has not yet occurred, 
seems to have been laid down by the Board 
first in Pictorial Review Company.” The case 
involved accrual of 1924 capital stock tax. 
While it was decided correctly, none of the 
cases cited by the Board™ can be said to 
constitute authority for the holding. 


The Kossar case discloses no question of 
uncertainty or subsequent ascertainment. 
As a matter of fact, there was hardly any 
argument between the parties as to the 
proper accrual date of the New York State 
franchise tax, and they seemed in agreement 
that it accrues on November 1. 


The Borden case involved real estate taxes. 
Here, too, everybody seemed to agree as to 
the proper accrual date. The controversy 
centered around whether deduction is allow- 
able for the year of accrual rather than that 
of payment. 


In the Brooklyn Union Gas Company deci- 
sion, the Board itself drew a clear distinc- 
tion between subjective and objective 
uncertainty. Its ruling that uncertainty did 
not prevent accrual, was clearly limited to 
the subjective variety. 


The Pictorial Review Company case, in 
turn, was held to be authority for a ruling, 
G. C. M. 12596,” that Massachusetts bank 
excise tax based on income of a given cal- 
endar year accrues as a deduction at the 
end of that year although the tax rate would 
not be established until the middle of the 
following year. “ for the purpose of 
accrual the rate of tax is not a prerequisite.” 
Reference is made to I. T. 2675" and Fawcus 
Machine Company v. U. S.* a case not cited 
in Pictorial Review Company. The opinion in 
the former marshals at least four different 
arguments. Consequently, it has been cited 
for a variety of propositions.* It can hardly 
be said, however, that it stands for absolute 
dispensation as far as ascertainment of the 


2 [CCH Dec. 7639] 26 BTA 472 (1932); acq. 
XI-2 CB 8. 

2 Kossar & Company, Inc., supra; Borden 
Manufacturing Company [CCH Dec. 2176], 6 
BTA 276 (1927); Brooklyn Union Gas Company 
{CCH Dec. 6760], 22 BTA 507, non-acq. X-2 CB 
82, aff’d [3 ustc { 1033] 62 F. (2d) 505 (CCA-2, 
1933). 

22 XTII-1 CB 112 (1934). 

23 XII-1 CB 105 (1933). 

2% 15 ustc § 1518] 282 U. S. 375, 51 S. Ct. 144 
(1931); Ct. D. 278, X-1 CB 424. 


amount of a tax liability is concerned. Origi- 
nally the Bureau itself did not ascribe such 
import to the decision,” and subsequently it 
seems to have recognized that it had over- 
worked the case.” 


The most that can be said is that within 
certain limits, accrual date of some taxes 
may precede the establishment of the tax 
rate. The conclusion that it may precede 
other elements necessary for determination 
of the amount of tax, would not be war- 
ranted. Yet such a conclusion would seem 
to be the premise of I. T. 3697, which con- 
sidered the tax under the new statute as 
accruing on the first day of the year. It is 
submitted that this ruling does not properly 
reflect existing law. 


Importance of Exact Date 


If all events necessary for determination 
of the amount of tax materialize during the 
same taxable year, though at different dates, 
ordinarily it makes no difference which date 
we consider as the one proper for accrual. 
But there are situations where the exact 
date within the year becomes important. An 
example would be formation, dissolution or 
other change, during the accrual period, of 
an affiliated group of corporations filing a 
consolidated federal income tax return. An- 
other example might be change of account- 
ing period for federal, but not for state, tax 
purposes. 


Accounting v. Tax Accrual 


Substitution of accounting accruals for the 
test of identifiable events, finally, is clearly 
outside the definition of accrual in the An- 
derson case. 


Accounting accrual and tax accrual are 
not based on the same standard. They may, 
and often do, produce the same result. Ac- 
counting-wise, accrual may be defined as 
one of the processes by which a matching of 
costs against revenue is accomplished, in- 
cluding a provision or setting-up of unre- 
corded items thought to be applicable to the 
period by virtue of certain conventional 


*In the upper courts, however, it has been 
cited, on the whole, only as authority for 
limited retroactivity. Reinecke v. Smith [3 ustc 
| 1089], 289 U. S. 172, 53 S. Ct. 570 (1933), Ct. D. 
664, XII-1 CB 256; Van Norman Company v. 
be my [44-1 ustc { 9431], 141 F. (2d) 99 (CCA-1, 

4). 


76 See I. T. 2675, XII-1 CB 105 (1933). 


7 Cf. I. T. 3107, 1937-2 CB 84, with I. T. 3200, 
1938-1 CB 145. 
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standards.* Tax-wise, accrual denotes a 
method of reporting items for an entire 
period rather than the mechanics of effectu- 
ating that process at the close of the period; 
and such method follows legal standards. 
Nor does the phrase “clearly reflect income” 
necessarily produce a tie-up between ac- 
counting and legal standards. Our memory 
of the limited scope of these words in Code 
Section 43 has been refreshed of late.” The 
requirement of consistency applies to the 
entire return. It excludes hybrid reporting.” 
The failure of an item clearly to reflect in- 
come when reported on the accrual basis, 
may justify its replacement by some other 
accounting method. It does not justify— 
except solely for the limited provision in 
Section 43—that such item within a return 
prepared on the accrual basis be reported on 
a basis other than that implied in the tax 
definition of “accrual.” As to the tax in- 
volved in the Durst case, there seems to have 
been, under the old statute, substantial, if 
not preponderant, accounting authority and 
practice which followed to some extent the 
traditional tax accrual." If my memory is 
correct, the New York State CPA examina- 
tion used to include, from time to time,:a 
problem on that very accrual, and there is 
reason to believe that the examiners contem- 
plated even accounting-wise accrual of this 
tax over the privilege period—though not 
all as of November 1—rather than over the 
basic period. Indeed, I cannot recall any 
instance in which the tax was charged against 
operations of the basic period. 


The pattern in which a corporation excise 
is measured by income for a period which 
wholly or in part precedes the privilege 
period, is by no means limited to the State 
of New York. Similar taxing methods in 
other states have been the subject of Bureau 
rulings.” It is held uniformly that the tax 
accrues with the privilege period. The basic 





*% Kester, Advanced Accounting, 3rd edition, 
p. 184, speaking of accrued income, brings the 
distinction out as follows: ‘‘The setting up of a 
claim for a broken, i. e., uncompleted, portion 
does not mean that such a claim is on that date 
legally enforceable, but that it is a claim equi- 
tably belonging to the current fiscal period.”’ 

2% Security Flour Mills Company v. Commis- 
sioner, supra. 

3% M. G. Corlett [CCH Dec. 15,011(M)], 5 TCM 
— (1946). 

31 Cf., e. g., John A. Marick, ‘‘New York 
State Franchise Tax on Ordinary Business Cor- 
porations,"’ L. R. B. &é M. Journal, May, 1930, 
p. 18 ff.; Franklin C. Ellis, ‘‘Deductions for 
Accrued Taxes,’’ TAXES—The Tax Magazine, 
April, 1936, p. 197. 

32, g., Colorado bank excise tax (I. T. 3155, 
1938-1 CB 128); Oklahoma bank excise tax (I. T. 
3136, 1937-2 CB 100). 
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period is disregarded. The tax is regarded 
as consideration for, and cost of, earning the 
income of the privilege period, not that of 
the measuring period. 


Corporate franchise taxes measured by 
capital, capital stock or assets of a period 
wholly or partly preceding the privilege 
period were always held to accrue at the 
beginning of the latter. The mere fact that 
the value of a corporate franchise is meas- 
ured by income rather than by capital, or 
by the larger of these two bases, should not 
be allowed to influence the accrual date. 
Where the privilege period coincides with 
the measuring period, the charge happens to 
fall on the same income by which it may be 
measured. But that is merely an application 
of, and not a change in, the accrual principle. 


Thus, it would seem that with respect to 
New York State franchise tax levied under 
the old statute, the suggestion that it ac- 
crues in the measuring period (the court’s 
alternative reason in the Durst case) fails to 
meet the accrual test both accounting-wise 
and tax-wise. 


Local Law 


Let us reconsider the principal argument 
of the Durst decision (the effect of local law 
upon the accrual date) in the light of the 
foregoing observations. I might preface 
such consideration by the statement that we 
shall find that the decision, in spite of its 
broad language, probably was not intended, 
and cannot be held, to apply to taxable 
years other than the one in issue and, in 
addition, to a few fiscal periods with respect 
to which the effect of local law is comparable. 


Comment on the court’s principal argu- 
ment is rendered difficult by its failure to 
point to the specific provision of local law 
which it considered as decisive. Some ex- 
planation and thus some estimate of the 
import of the decision may be gleaned from 
the court’s reference to G. C. M. 25202 and 
I. T. 3151, both dealing with accrual date 
of Tennessee corporate excise and franchise 
taxes. The earlier ruling held, on the basis 
of authoritative interpretation of local law, 
that the tax was levied for the privilege of 
doing business during the year beginning 
July 1 and deductible as of that date although 
measured by figures of the next preceding 
taxable year.™ Subsequently, the Attorney 





33 FE, g., Illinois corporation franchise tax (I. T. 
3186, 1938-1 CB 140); Kentucky corporation li- 
cense tax (I. T. 3232, 1938-2 CB 70). 

*% 1947-1 CB 15. 

35 1938-1 CB 126. 

36 Cf. G. C. M. 19224, 1937-2 CB 101. 





General of the state held that taxability 
begins with commencement of business in 
Tennessee, implying that the tax is paid on 
July 1 of each year for a privilege already 
exercised during the taxpayer’s preceding 
fiscal year and measured by data ascertain- 
able at the end of that year. The Bureau 
then properly held in the later ruling that 
all factors determining the existence and 
amount of liability occur by the end of the 
fiscal year on the basis of which the tax is 
measured. The tax was found to accrue at 
the end of that year. The court must have 
assumed that the situation with respect to 
the taxable year involved in the Durst case 
(May 31, 1944) is on all fours. 


It seems clear that this assumption would 
not hold true for privilege years governed 
by prior New York State franchise tax law 
(Article IX-A of the old statute). Nor 
should it be surmised that the court intended 
in any way to change the law as to those 
years. Legislative references in the opinion 
are restricted to the new statute. This must 
be considered an implied limitation upon the 
otherwise unqualified language of the opinion. 
I believe that the decision was not intended, 
and should not be considered, to have any 
bearing on accrual of New York State fran- 
chise tax on business corporations for privi- 






























Fiscal year ending 


(a) November 30 .............. 
(b) December 31 
































Under the new statute, as explained above, 
identity of basic and privilege years first 
obtained with respect to years beginning 
after November 1, 1944. By dissolution be- 
fore that date, corporations could still escape 
tax based on income or capital of one or 
two prior years, even after enactment of the 
new statute. In order to reduce this possi- 
bility, the new statute originally provided 
as follows: 



































“There is also hereby imposed upon every 
domestic or foreign corporation ceasing to 
exercise its franchise or do business in this 
state, except corporations specified in sub- 
division six of this section, a tax which shall 
be computed separately by the tax commis- 
sion upon the basis of its entire net income 
for each and every fiscal or calendar year or 
part thereof to the date of such cessation, to 
the extent that such entire net income has 

































































| .. December 31, 1943 
... Fiscal year 1944 
... Fiscal year 1944 


(c) January 31, February 28 (29)........... 
(d) March 31, April 30, May 31, June 30..... 
(e) July 31, August 31, September 30, October 31. . 





lege years beginning on or before November 
1, 1943. They are fully governed by the old 
statute. No action appears to be required if 
deduction was claimed in accordance with 
practice heretofore prevailing with respect 
to such years. 


As to years fully covered by the new stat- 
ute (fiscal years beginning after November 
1, 1944), Bureau rulings and the Durst case 
agree that the tax accrues at some date 
within the fiscal year. The Bureau places 
that date at the beginning, and the court 
places it at the end, of the year. As between 
the two holdings, I believe that the Durst 
case represents the proper interpretation of 
the law. 


Transition Period 


The effect of the Durst case upon years in 
the transition period is more difficult to 
gauge. Although this is the period part of 
which was directly in issue, we shall find 
that qualifications are required in order to 
give effect to local law. 


The transition privilege period is the cor- 
poration’s first taxable year ending after 
November 1, 1944. 


The corresponding basic years are as 
follows: 


Corresponding basic 
years (other than 
transition year) 


November 30, 1943 


Transition year 


November 30, 1944 
December 31, .1944 
Fiscal year 1945 
Fiscal year 1945 
Fiscal years 1943 Fiscal year 1945 


and 1944 





not theretofore been used as a basis for any 
franchise tax under this article or under 
article nine-a of the tax law heretofore in 
effect but would have been so used except 
for such cessation. Such tax shall be com- 
puted in the same manner and at the same 
rates as though there had been no such 
cessation.” 


This subsection, at that time subdivision 
3 of Section 209, will be referred to as “Sec- 
tion 209.3 (original).” It became effective 
with the remainder of the amendments on 
March 31, 1944. It was later repealed,” 
effective as of the date on which each tax- 
payer first became subject to the tax levied 
for, and based on, the same tax year,™ that 
is, years beginning between December 1, 





37 Laws of 1945, Chapter 133, Section 8. 
% Ibid., Section 18. 
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1944, and November 1, 1945, both dates in- 
cluded. The repealer was enacted because 
as of such date the purposes of Section 
209.3 (original) were accomplished. Its con- 
tinued presence in the statute was no longer 
required. At the same time subsection 
213(1), relative to due date of the cessation 
tax, was amended to conform to elimination 
of Section 209.3 (original), the former sub- 
sections 209.4ff. were renumbered 209.3ff., 
and a provision similar to Section 209.3 
(original) was added to Section 209.1. 


Section 209.3 (original) was thus in effect 
from March 31, 1944, to the end of the tax 
payer’s first fiscal year ending after November 
1, 1944. By liquidation before March 31, 1944, 
a corporation could still escape some tax.” 
If its business continued until or beyond 
that date, it could not escape a tax based on 
income. I take this to include the so-called 
“income-plus-salary” basis. The minimum 
tax and that based on capital was not pre- 
served by Section 209.3 (original). It ac- 
crued, if at all, on November 1, 1944. The 
March 31, 1944 deadline is, of course, imma- 
terial for all taxes accrued on November 1, 
1943. This includes all basic years ending 
on or before June 30, 1943. The date does 
not affect fiscal years ending later than 
March 31, 1944; what has been said indi- 
cates that tax based on such years accrued 
on their last day. In point of time, the date 
thus affects only fiscal years ending between 
July 31, 1943, and March 31, 1944, both dates 
included. Fiscal years ending between April 
30, 1944, and October 31, 1944, both dates 
included, are governed directly by the rule 
in the Durst case. The rule in the Durst case 
and the March 31, 1944 deadline will mesh 
as follows: “ 


(a), (b), (c): For basic years ending No- 
vember 30, 1943, December 31, 1943, Janu- 
ary 31, 1944, and February 29, 1944, tax 
based on income became inescapable on 
March 31, 1944. It accrued on that date. 
The date ordinarily is included in the same 
taxable year which includes November 1, 
1944, the accrual date under I. T. 3697. Ap- 
plication of either rule will allow for deduc- 
tion in the year following the foregoing 
basic year. Except as to short years, deduc- 
tions claimed under I. T. 3697 will, in my 
opinion, be allowable under the foregoing 
view (together with the tax for the transi- 
tion year proper). 





39 1944 Opinions of Attorney General 363. 

# Cf. Harrow, 17 New York Certified Public 
Accountant 691 (1947); Rabkin and Johnson, 
Federal Income Taxation, TI, Section 7, and 
supplement thereto. 
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(d): The end of the basic year, March 31, 
1944, coincides with the effective date of the 
new statute. A tax based on income of that 
year became inescapable on March 31, 1944. 
It accrued on that date. It should have been 
claimed as a deduction on the return for 
the year then ended (together with the tax 
which accrued on November 1, 1943). Under 
I. T. 3697, the former tax would have been 
considered as accruing on November 1, 1944 
—that is, ordinarily during the fiscal year 
ending March 31, 1945—and deducted on 
the return for such year. If and when the 
Bureau should change retroactively the rule 
expressed in I. T. 3697, such deduction may 
not be allowable. 


The tax measured by income of basic 
years ending April 30, 1944, May 31, 1944, 
and June 30, 1944, accrued under the Durst 
case at the end of that year. It should have 
been claimed as a deduction on the return 
for such year (together with the tax which 
accrued on November 1, 1943). Under I. T. 
3697, the former tax would have been con- 
sidered as accruing on November 1, 1944— 
that is, ordinarily during fiscal 1945—and 
deducted in the return for such year. If 
and when the Bureau should change retro- 
actively the rule expressed in I. T. 3697, 
such deduction may not be allowable. 


(e): For basic years ending July 31, 
August 31, September 30 and October 31, 
1943, tax based on income became inescapa- 
ble on March 31, 1944. It accrued on that 
date. It should have been claimed as a de- 
duction on the returns for fiscal 1944 (to- 
gether with the tax which accrued on 
November 1, 1943). Under I. T. 3697, the 
former tax would have been considered as 
accruing on November 1, 1944—that is, ordi- 
narily during fiscal 1945—and deducted on 
the return for such year. If and when the 
Bureau should change retroactively the rule 
expressed in I. T. 3697, such deduction may 
not be allowable. 


For basic years ending July 31, August 
31, September 30 and October 31, 1944, tax 
based on income of such years accrued 
under the Durst case at the end of that year. 
It should have been claimed as a deduction 
on the return for such year (together with 
the taxes mentioned in the preceding para- 
graph). Under I. T. 3697, the former tax 
would have been considered as accruing on 
November 1, 1944—that is, ordinarily during 
fiscal 1945—and deducted on the return for 
such year. If and when the Bureau should 
change retroactively the rule expressed in 
I. T. 3697, such deduction may not be allowable. 
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The Commissioner has as yet made no 
announcement on his position in the Durst 
case. Nor has the Bureau given any indica- 
tion whether, to what extent and as of what 
date I. T. 3697 will be changed. The only 
situation in the transition period expressly 
covered by that ruling is that of a calendar 
year taxpayer, and for that situation the 
rule laid down by the Bureau in effect still 
prevails. Revocation of I. T. 3697 does not 
seem necessary. If the Bureau should re- 
examine the problem, a modification of the 
ruling is all that would be required. If the 
Bureau should change its practice, it is not 
very likely that returns will be affected if 
their examination in the field has been closed. 
As to those still in process of examination, 
the Bureau is free to apply retroactively a 


modified ruling. In view of the fact that the 
statute of limitations on a substantial por- 
tion of returns affected is about to run out, 
an early pronouncement of the Bureau is 
highly desirable. In the meantime, every 
practitioner should give prompt and serious 
consideration to the filing of protective re- 
fund claims to safeguard allowance of proper 
and full deduction if and when the Bureau 
should modify its position. 


Irrespective of any change in Bureau 
practice, those taxpayers who would benefit 
from accrual at a date prior to November 1, 
1944, in accordance with what was said 
above, should take promptly all steps neces- 
sary to secure the benefit of a deduction ina 
prior fiscal year. 

[The End] 


ee eee 


CORPORATE PROFITS 


Net income after taxes in the first quarter of 1947 for all manufac- 
turing corporations in the United States was 4.3 per cent on the stock- 
holders’ equity of $6.9 billion. The profit after taxes amounted to 7.5 


cents per dollar of sales. 


These facts are shown in a new statistical 


series in a joint report by the Securities and Exchange Commission and 
the Federal Trade Commission. The series has been developed to meet 
the needs of industry, government and the public for over-all cur- 
rent information of the financial condition of American business.— 
Business Action, U. S. Chamber of Commerce, November 28, 1947. 
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Scharf of the New York bar in assembling material for this article 


T= INTERNAL REVENUE CODE 
is replete with provisions the sole pur- 
pose of which is to distribute the burden of 
taxation equitably among the various classes 
of taxpayers and income. Salutary as this 
may be, it is, nevertheless, true that much 
remains to be done in that direction par- 
ticularly in the case of persons with widely 
fluctuating incomes, such as authors. 


The combination of “bunched income” and 
steeply graduated suriax rates, as are contained 
in the law today and are undoubtedly to be 
with us for many years to come, often re- 
sults in unnecessarily harsh inequities. It is 
this same combination that gives rise to 
myriad ingenious devices formulated for tax 
minimization, some of which are successful 
and some of which are from the beginning 
doomed to failure, but practically all of 
which require transactions to be carried out 
in a manner novel and disrupting to the 
business community. The eternal quest for 
capital gains is one: result of this combina- 
tion; numerous and varied arrangements for 
deferring the receipt of income or for the 
spreading of income over a period of years, 
are others. 


Section 107 


Congress has not wholly ignored the plight 
of taxpayers who receive bunched incomes. 
The first concrete step taken to grant relief 
from the high and confiscatory surtax rates 
in the cases of persons whose income fluc- 
tuates widely was the enactment of Section 
107, added to the Code by the Revenue Act 
of 1939. At about the same time that this 


Authors’ Tax Problems 


relief was being proffered to persons with 
“bunched incomes,” the courts were depriv- 
ing authors of the treatment of the proceeds 
from the disposition of motion picture and 
similar rights as capital gains, a favorable 
tax position theretofore enjoyed by them. 


Section 107 was the result of the recog- 
nition by Congress that it is unfair and 
inequitable. to tax fully the earnings of per- 
sons who work for long periods of time 
without pay and then receive their full com- 
pensation upon completion of their under- 
taking. The inequities, as pointed out by 
the Senate Finance Committee, are: 

“First, only the deductions, expenses and 
credits of the final year are chargeable 
against the compensation for the full period; 
second, under our graduated surtax, the tax- 
payer is subjected to a considerably greater 
burden because of the aggregation of his 
compensation.” 


Paragraph (a) of Section 107 deals with 





“compensation for personal services”; para- 
graph (b),’ in which we are primarily inter- 
ested, relates to income from artistic works 
and inventions. The income of authors, of 
course, comes within the scope of paragraph 
(b).2 (Undoubtedly, authors who have de- 
voted years to the preparation of manuscripts 
will be astounded to learn that their finan- 
cial reward from such labors is not consid- 
ered as compensation for personal services 
for tax purposes.) The principal benefici- 
aries of the relief provided by paragraph (a) 
are attorneys and other professional people 
and, to a limited extent, employees, par- 
ticularly corporation executives. This dis- 
cussion will not touch upon (a) except to 
contrast it at different points with the vari- 
ous requirements and conditions of (b). 


In general, the relief granted by para- 
graph (b) is to limit the amount of tax pay- 
able to the taxes which would have been 
paid had the income been received in equal 
portions in each of the years devoted to 
the production of the literary work. This 
statement, however, is subject to certain 
very important qualifications, which will be 
pointed out below. 


‘Artistic Work"’ 


The income under discussion is income 
from “artistic work.” This terni is defined 


1“‘Sec. 107(b) Patent, Copyright, etc.—For 
the purposes of this subsection, the term ‘ar- 
tistic work or invention’, in the case of an in- 
dividual, means a literary, musical, or artistic 
composition of such individual or a patent or 
copyright covering an invention of or a literary, 
musical, or artistic composition of such individ- 
ual, the work on which by such individual cov- 
ered. a period of thirty-six calendar months or 
more from the beginning to the completion of 
such composition or invention. If, in the tax- 
able year, the gross income of any individual 
from a particular artistic work or invention by 
him is not less than 80 per centum of the gross 
income in respect of such artistic work or in- 
vention in the taxable year plus the gross in- 
come therefrom in previous taxable years and 
the twelve months immediately succeeding the 
close of the taxable year, the tax attributable 
to the part of such gross income of the taxable 
year which is not taxable as a gain from the 
sale or exchange of a capital asset held for 
more than 6 months shall not be greater than 
the aggregate of the taxes attributable to such 
part had it been received ratably over that part 
of the period preceding the close of the taxable 
year but not more than thirty-six calendar 
months.”’ 


2 As originally enacted in 1939, Section 107 
applied only to compensation for personal serv- 
ices. Paragraph (b), dealing with income from 
artistic work, ete., was added to the Code by 
Section 139 of the Revenue Act of 1942, and was 
made retroactive to taxable years beginning 
after December 31, 1940. 


in the law as a literary, musical or artistic 
composition or a copyright covering a lit- 
erary, musical or artistic composition, the 
work on which covered a period of thirty- 
six calendar months or more from beginning 
to completion. Only income from an artistic 
work which is subject to the ordinary nor- 
mal tax and surtax rates is embraced by this 
section since its terms exclude any income 
of this type which is taxable as long-term 
capital gain. The exclusion of long-term 
capital gains from the scope of Section 107 
is, of course, understandable in that they 
are already accorded very favorable treat- 
ment by the law, the maximum effective rate 
on such gains being only twenty-five per 
cent. It should be pointed out, however, 
that the instances in which income from 
artistic work is taxable as long-term capital 
gain are few. 


Time Test 


With respect to the time element of the 
definition, it is clear that Section 107 comes 
into play only if thirty-six calendar monfhs 
or more elapse from the beginning to the 
completion of the literary work.’ Thus, if 
the work was in process for less than the 
period mentioned—for example, two years— 
no relief at all would be available. On the 
other hand, it is clear that the author need 
not devote some amount of time to the com- 
position in each of the months in the required 
period; the only requirement is that at least 
thirty-six calendar months elapse between 
the date on which the work was begun and 
the date on which the work was completed. 
Accordingly, if the period from the com- 
mencement of the composition to its com- 
pletion consists of at least thirty-six calendar 
months, the benefits of Section 107 are avail- 
able notwithstanding the fact that the author 
may have devoted only a part of his time 
to the task or may, in fact, have devoted 
some of his time during that period to other 
literary compositions. For example, if the 
writing of a novel covered the statutory 
period, the income realized from such work 
may come within the scope of Section 107 
even though the taxpayer may have written 
another novel or one or more short stories 
within the same period of time. -To re- 
iterate, the amount of time devoted to the 
production of the work is not a material 
factor; the only essential point is that at 


3 For taxable years beginning after December 
31, 1940, and before January 1, 1942, the time 
test was sixty calendar months. (Section 139(b), 
Revenue Act of 1942.) 
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least thirty-six months elapse from its be- 
ginning to its completion. 

From the foregoing it can be seen that 
the time factor is often within the control 
of the taxpayer. Section 107 is the one sec- 
tion of the law that places a premium on 
procrastination. Truly, this is one situation 
where haste makes waste. If Author A 
applies himself diligently and completes his 
masterpiece in two or two and a half years, 
he will not be entitled to the relief offered 
by Section 107. Author B, on the other hand, 
who is somewhat less ambitious and works 
on his composition intermittently for three 
years or more, can avail himself of the bene- 
fits of this section. Thus, even if the gross 
royalties of A and B are the same, B’s net 
after income taxes may be substantially 
greater than that of A. From the point of 
view of minimizing taxes, therefore, wher- 
ever practicable, completion of the work 
should be delayed until the expiration of 
the statutory period! Of course, this may 
not be practicable in many cases, for other 
factors to be considered are competition and 
publishers’ requirements. Also, if the au- 
thor’s income from earlier publications or 
from other sources is substantial during the 
period in which he is working on a manu- 
script, no tax saving may result from allo- 
cating the royalties from the new book over 
the three-year period. Consequently, noth- 
ing would be gained here by delaying the 
completion of the work for the sole purpose 
of meeting the requirements of Section 107. 


Terminal Date 


A difficult question which will arise in 
some instances in the administration of this 
relief provision is the determination of the 
date of the beginning of the literary work 
and the date of its completion. Neither the 
law nor the regulations throw any light on 
this problem. Accordingly, the solution will 
depend upon the facts and circumstances of 
each particular case. One thing, however, 
seems fairly certain: that the terminal date 
is not the date of the issuance of the copy- 
right, but some prior date, since the statute 
refers to the completion of the literary com- 
position and not to the date of the copy- 
right. (In fact, whether or not the work is 
copyrighted is immaterial.) After the author 
submits the manuscript to the publisher, the 
editorial department of the publishing com- 
pany frequently spends weeks or months in 
making revisions. It is not at all clear 
whether the editing period is to be taken 
into account or the statutory period ended 
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at the time the manuscript is delivered. 
While it may be difficult in some cases to 
fix the date of completion, more questions 
will undoubtedly arise as to the date of the 
beginning of the work on the composition. 
One of the more common problems is 
whether time spent in research preliminary 
to actual work on the manuscript is to be 
included. This and numerous other ques- 
tions will have to be decided by the courts. 
It cannot be emphasized too strongly, of 
course, that any author claiming the bene- 
fits of Section 107 should preserve all rec- 
ords and data which indicate or prove that 
the statutory time requirement has been met. 


For the purpose of determining whether 
the time requirement of at least thirty-six 
months is met, Section 107(c) provides that 
a fractional part of a month is to be disre- 
garded unless it amounts to more than half 
a month, in which case it will be considered 
as a month. 


Income Test 


Mere fulfillment of the time test—that is, 
thirty-six calendar months or more from the 
beginning to the completion of the com- 
position—does not give the author the right 
to invoke the benefits of Section 107. He 
also must meet the so-called “income test,” 
which, in effect, requires that the income 
from the particular work be received by him 
largely in one taxable year. Specifically, it 
must appear that in the taxable year in 
question, the gross income of the author 
from the literary work is not less than 
eighty per cent* of the sum of (1) the gross 
income therefrom in the taxable year and 
(2) the gross income therefrom in previous 
taxable years and in the twelve months fol- 
lowing the close of the taxable year. To 
illustrate this rule, let us assume that the 
work was commenced in 1940 and was pub- 
lished late in 1946 and that the author re- 
ceived $2,000 of royalties in 1946, $45,000 
in 1947 and $3,000 in 1948. Under this set 
of facts, the author is eligible for relief under 
Section 107(b) with respect to the taxable 
year 1947 since his royalties for 1947 ($45,000) 
are eighty per cent or more—in fact, they 
are ninety per cent—of the sum of the royal- 
ties received by him in 1946, 1947 and 1948 
($50,000). 


Since the income test is concerned only 





4 For taxable years beginning after December 
31, 1940, and before January 1, 1942, the income 
test was seventy-five per cent in lieu of eighty 
per cent. (Section 139(b), Revenue Act of 1942.) 
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with the income received in the taxable year, 
in previous years and in the first succeeding 
year, the author would be eligible for relief 
for 1947 irrespective of the amounts of any 
income he might derive from the work in 
1949 or subsequent years. Thus, he might 
receive an additional $100,000 in 1949 upon 
the disposition of the motion picture rights 
to the work. The receipt of such income 
in 1949 would not deprive him of the bene- 
fits of Section 107 for the year 1947. More- 
over, if the amount received on account of 
the motion picture rights in 1949 is suff- 
ciently large to satisfy the eighty per cent 
income test under Section 107 for the year 
1949 also, apparently the author would be 
entitled to invoke Section 107 for 1949, 
Under the facts assumed, of course, the in- 
come test would not be met for 1949 since 
the amount received in that year ($100,000) 
does not constitute eighty per cent or more 
of the sum of the amounts received in that 
year and the previous years ($150,000). In 
order to bring Section 107 into play for 1949, 
the receipts from the sale of the motion 
picture rights would have to be at least 
$200,000, which would be eighty per cent of 
$250,000, the sum of the income for the tax- 
able year 1949 and previous taxable years. 
If income from the particular work will be 
realized in 1950, Section 107 would not be 
applicable to 1949 unless the motion picture 
rights proceeds are in excess of $200,000. 


As will be noted from the foregoing ex- 
ample, it is possible to secure relief for more 
than one taxable year with respect to the 
same literary work. The taxpayer has the 
right to avail himself of Section 107 in any 
year in which the eighty per cent income 
test is met, provided the other requirements 
have been met. In the assumed case above, 
the test was met in 1947 and may be met 
again in 1949 if the amount received from 
the assignment of the motion picture rights 
is $200,000 or more. It is undoubtedly true, 
however, that in the majority of cases, Sec- 
tion 107 will-apply to only one year. 


In determining whether the eighty per 
cent income requirement is satisfied, there 
must be taken into account all of the gross 
income realized from the literary work dur- 
ing the statutory period—that is, income 
from book rights, serial rights, radio rights, 
motion picture rights, etc. Thus, if the 
eighty per cent test is met when only the 
income from book rights is considered but 
not when the income from all other rights 
is taken into account, Section 107 is not 
applicable. 


Computation of Relief 


If a taxpayer can qualify for relief under 
Section 107(b)—that is, if both the time test 
and income test are satisfied for a particular 
taxable year—then, as provided by that sec- 
tion, “the tax attributable to the part of 
such gross income of the taxable year. . 
shall not be greater than the aggregate of 
the taxes attributable to such part had it 
been received ratably over that part of the 
period preceding the close of the taxable 
year but not more than thirty-six calendar 
months.” 


At first glance it can be seen that the sec- 
tion places a limitation or ceiling on the 
amount of tax to be paid on the lumped in- 
come received in the taxable year, and that 
the limitation is-effected by permitting the 
author to spread such income over a cer- 
tain period. The ultimate in equitable treat- 
ment would have been granted to authors, 
of course, if the section permitted the in- 
come to be allocated over the years during 
which the work was being produced. Un- 
fortunately, this is not so. Under the exist- 
ing law, the income can be spread over only 
three years even though the author may have 
devoted many more years to the work. 


To illustrate the operation of the tax com- 
putation provisions of Section 107 (b), the 
example set forth hereinbefore will be used. 
The work was begun on January 1, 1940, 
and completed on September 30, 1945. It 
was published in November, 1946, and the 
following royalties were received: $2,000 in 
1946, $45,000 in 1947 and $3,000 in 1948. 
Under these facts, Section 107 is clearly ap- 
plicable to the year 1947. While the literary 
composition was begun in 1940 and com- 
pleted in 1946, the $45,000 is not allocable 
over that period but can be spread over only 
(1) the part of the period of the work which 
precedes the close of 1947, or (2) a period of 
thirty-six calendar months, whichever is the 
shorter. The period of work in this case is 
six years and nine months, and all of it pre- 
ceded the close of 1947; but since the period 
is more than thirty-six months, the alloca- 
tion period is limited to thirty-six months. 
Thus, the $45,000 can be spread ratably only 
over the three-year period ending with Sep- 
tember 30, 1946, and the tax payable on the 
$45,000 in the 1947 return is limited to the 
taxes that would have been payable thereon 
if the $45,000 had been received ratably over 
the thirty-six months from October 1, 1943, 
to September 30, 1946. 


To continue with the hypothetical case, 
assume the author received $200,000 in 1949 
for the motion picture rights to the work and 
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could apply Section 107 in that year. The 
$200,000 could be allocated ratably over the 
three-year period ending September 30, 1946, 
and the tax payable on the $200,000 in the 
1949 return would be limited to the taxes 
that would have been payable thereon if it 
had been received in equal portions in 
thirty-six months from October 1, 1943, to 
September 30, 1946. 


In the foregoing example, the author re- 
ceived all of his income from his work after 
it was completed. The section in question 
applies also to income received before the 
literary composition is finished. Assume 
that on October 1, 1946, an author received 
$36,000 in full payment for the publication 
rights to a novel, the work on which was 
commenced on July 10, 1942, and completed 
on January 29, 1947. Under these facts, the 
author is entitled to apply Section 107 to the 
year 1946. Although the period of work 
covers fifty-five calendar months, allocations 
may be made only to the last thirty-six 
calendar months included within the part of 
the period of the work which preceded the 
close of 1946. Therefore, $1,000 ($36,000 
divided by thirty-six) must be allocated to 
each of the thirty-six calendar months from 
January 1, 1944, to December 31, 1946. Ac- 
cordingly, $12,000 is allocated to 1944, 
$12,000 to 1945 and $12,000 to 1946. If this 
author realized income in 1949 from a dis- 
position of the motion picture rights suff- 
cient to meet the eighty per cent test, in 
determining the amount of tax for 1946 
upon the portion of the motion picture 
rights proceeds allocated to that year, it 
would appear that the portion of the $36,000 
removed from that year and allocated to 
prior years pursuant to the Section 107 com- 
putation in 1946, should also be excluded from 
the gross income of that year when applying 
Section 107 to the amount received in 1949. 


Assume the same facts with respect to the 
publication rights as in the preceding para- 
graph except that the work on the novel 
was commenced on January 1, 1945, and was 
completed on January 31, 1948. Although 
the period of work covers thirty-seven 
calendar months, the allocation under Sec- 
tion 107 may be made only to the twenty- 
four calendar months included in the part 
of the period of work preceding the close of 
1946, the taxable year in which the author 
received the $36,000 in full payment. Ac- 
cordingly, $1,500 ($36,000 divided by twenty- 
four) can be allocated to each of the 
twenty-four calendar months preceding Janu- 
ary 1, 1947. Thus, $18,000 is allocated to 
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1945 and $18,000 to 1946. As pointed out 
hereinbefore, authors have considerable con- 
trol over the amount of taxes that they are 
obliged to pay. For instance, in the example 
just cited, if the author had made arrange- 
ments to receive the $36,000 in 1947 or 1948 
rather than in 1946, he could have allocated 
the $36,000 over a three-year period instead 
of a two-year period, with a substantial sav- 
ing in surtax. 


How to Obtain Tax Saving 


Where the author receives full payment 
for his work in one taxable year, the saving 
provided by Section 107 is reflected in the 
return when it is originally filed. The tax 
payable on such return is the amount of tax 
that would have been payable if the pay- 
ment had been received ratably over the 
statutory period. Thus, if the work was 
commenced on January 1, 1945, and com- 
pleted on December 17, 1947, and the author 
receives $36,000 on December 20, 1947, in 
full payment, the tax payable on the 1947 
return will be the amount that would have 
been paid if $12,000 had been received in 
each of the years 1945, 1946 and 1947. 


However, in the ordinary case where 
royalties are received, the saving under Sec- 
tion 107 can generally be obtained only 
through a claim for refund because, as a 
rule, not until the close of the succeeding 
year will it be known whether the eighty per 
cent income test is met for a particular year. 


Proration of Deductions 


While Section 107 is silent as to the treat- 
ment of expenses of an author (in fact, the 
section refers only to gross income and not 
net income), the Bureau of Internal Rev- 
enue apparently is taking a sensible view of 
the matter in permitting a proration or al- 
location of the expenses as well as the in- 
come, provided that the expenses are 
directly related to the income. For example, 
the Bureau has held that commissions paid 
to an agent and fees paid to a rewrite as- 
sistant, where both items were determined 
by a percentage of the royalties received, 
can be treated as if paid ratably over the 
same period to which the royalties are allo- 
cated. The ruling * in question stated: 


“The contract provides that the author 
shall, at his own expense, obtain the services 
of a certain individual to aid the author in 
rewriting and preparing the material for 
publication. As in the case of the taxpayer’s 
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agent the compensation of such individual is 
determined by a percentage of the royalties 
received by the author. 


“Pursuant to authority contained in the 
contract between the publisher and the 
author, the publisher paid the royalties due 
the author to his agent who deducted his 
commission, paid certain amounts to the re- 
write assistant, and remitted the balance to 
the author.... 


“The terms of the author’s agreements 
with the publisher, the agent, and the re- 
write assistant show clearly that had the 
royalties received during the taxable year 
been received during previous taxable years, 
the commission due the agent and the com- 
pensation due the re-write assistant in con- 
nection with such royalties would have been 
paid during such previous years. ... 


“Tn view of the foregoing, it is held that in 
computing the Federal income tax of the 
author, under Section 107 (b) of the Internal 
Revenue Code, which is attributable to 
royalties from a literary composition as if 
such royalties had been received ratably over 
a period of not more than thirty-six calendar 
months preceding the close of the taxable 
year, commissions and other expenses paid 
in connection therewith which are dependent 
upon the amount of such royalties should be 
treated as if paid ratably over the same 
period.” 


The tax benefit from such a proration of 
expenses is obvious. For example, if an 
author received in 1947 gross royalties of 
$30,000 which could be allocated over the 
years 1945, 1946 and 1947, and the agent’s 
commission and rewrite expenses amounted 
to $6,000, the net amount of $24,000 could be 
allocated, according to the ruling, over the 
three-year period. Asa result, $8,000 would 
be taxable in each of the three years. If 
the expenses could not be prorated, but were 
deductible only in the year paid, $4,000 would 
be included in taxable income in the current 
year and $10,000 in each of the two preced- 
ing years. Because of the graduated surtax 
rates, the tax on the $24,000 of net income 
would be higher under the latter allocation 
of $10,000, $10,000 and $4,000, than on the 
former allocation of $8,000 to each of the 
three years. 


To reiterate, the Bureau takes the view 
that the expenses can be prorated only if 
they are dependent upon the amount of 
royalties or other income received. In the 
same ruling, it appeared that the author also 
had incurred certain expenses in defense of 
libel suits which resulted from the publica- 
tion of the literary composition. Since such 


expenses were not dependent upon the 
amount of royalties received, it was held 
that they could not be prorated, as could the 
commissions and amounts paid to the re- 
write assistant, but were deductible only in 
the year in which paid. 


In any event, the only expenses that can 
be allocated are those paid in the taxable 
year in which Section 107 is applied. Steno- 
graphic and other current expenses paid by 
an author in the prior years during which 
he worked on the literary composition are 
deductible only in the years paid. 


An interesting sidelight is that the fifteen 
per cent limitation upon the deduction for 
charitable contributions prescribed by Sec- 
tion 23 (o) of the Internal Revenue Code 
applies to the total amount of the royalties 
received by the author in the taxable year, 
even though Section 107 is applied and a 
portion of such royalties is allocated to prior 
years. That is to say, if an author receives 
$100,000 from royalties in the taxable year 
and has no other income or deductions, the 
limitation on contributions is fifteen per cent 
of the $100,000, or $15,000, notwithstanding 
the fact that a portion of the $100,000 may 
be allocated to prior taxable years under 
Section 107 for tax computation purposes. 


Inadequacy of 107 


Although Section 107 is a step in the right 
direction, it is of no avail in many situations 
because of the required three-year period 
from the date of commencement to the date 
of completion of the work. Many of the 
so-called “best sellers” are written in consid- 
erably less time than three years; conse- 
quently, no relief can be secured under 
Section 107 with respect to the income from 
these books. Thus, if for many years the 
taxpayer’s income from his literary efforts 
was small or nominal, and this period of 
struggle is followed by one or two very suc- 
cessful works in a relatively few years, the 
chances are that the greater part of the tax- 
payer’s lifetime earnings will be received in 
a short period of time. Here Section 107 
will be of no avail, although this is the type 
of case which deserves relief. 


The relief granted by Section 107 is sub- 
stantial in many of the cases to which it 
applies. The insufficiency of the provision 
lies in the limitation of its scope. Since 
the purpose of this section is to provide re- 
lief where the major portion of the income 
from a literary composition is received in 
one taxable year, there would appear to be 
no real justification for predicating the relief 
on a required period of work, for bunched 
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income can be produced as readily by a 
novel or other literary composition com- 
pleted in one year as in four years. Whether 
or not the income is bunched, depends in the 
last analysis upon the salability of the work, 
not upon the time devoted to its production. 
In the opinion of the writer, the relief pro- 
vided by Section 107 should be extended to 
all bunched royalty income by eliminating 
the time test—that is, the three-year period 
of work requirement—from the statute. So 
long as the eighty per cent income require- 
ment is satisfied, some averaging should be 
permitted—say, over a three-year period or 
perhaps longer—irrespective of the time 
which elapsed between the commencement 
and the completion of the work. 


Motion Picture Rights 


At about the same time that Congress les- 
sened the tax burden of authors by enacting 
Section 107, the courts increased it by hold- 
ing that an author’s income from motion 
picture rights was not capital gain, subject 
to the relatively low capital gains tax rate, 
but ordinary income, subject to the graduated 
surtax rates. Under the present law, long- 
term capital gains are subject to a maximum 
effective rate of twenty-five per cent, as dis- 
tinguished from the top surtax rate of eighty- 
eight per cent applicable to ordinary income. 
Capital gain, as distinguished from ordinary 
income, is gain from the sale of a capital 
asset as defined in the statute. In defining 
“capital asset,” Section 117 of the law ex- 
pressly provides that the following property 
is not a capital asset: “Property held by 
the taxpayer primarily for sale to customers 
in the ordinary course of his trade or 
business.” 


Copyright Law 


The application of the tax law to income 
from motion picture rights depends in the 
final analysis upon the principles of law 
governing copyrights. A copyright con- 
sists of a bundle of rights, some of the more 
important of which are book publication 
rights and motion picture rights. It is well 
established by cases dealing with the right 
of an assignee of motion picture rights to 
bring a suit for infringement, that a copyright 
is an indivisible thing and cannot be partially 
assigned as to particular rights or privileges. 
In Witmark & Sons v. Pastime Amusement 
Company, 298 F. 470, the court said: 


“.. a copyright is an indivisible thing, 
and cannot be split up and partially assigned 
either as to time, place, or particular rights 
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or privileges, less than the sum of all the 
rights, comprehended in the copyright. Cer- 
tainly the statute authorizing assignments of 
copyright contains no recognition of such 
partial assignments. Of course, such exclu- 
sive rights may be granted, limited as to 
time, place, or extent of privileges which 
the grantee may enjoy; but the better view ts 
that such limited grants operate merely as 
licenses, and not as technical assignments, al- 
though often spoken of as assignments.” 
(Italics supplied.) 


Thus, while the granting of limited privi- 
leges under a copyright is often referred to 
as an assignment or sale, it is not technically 
an assignment but merely a license. A copy- 
right as a whole, of course, can be actually 
assigned and sold. 


Sabatini Case 


The principle that part of a copyright 
cannot be assigned was apparently not given 
full recognition for tax purposes in the ear- 
lier days of the income tax law. In 1925 the 
Bureau of Internal Revenue promulgated a 
ruling (I. T. 2169)* in which it was held that 
the sale of motion picture rights was a sale 
of a capital asset and the gain therefrom was 
taxable as capital gain. Specifically, this 
ruling held that where a taxpayer wrote a 
play in 1921, copyrighted and produced it in 
1922, and sold the motion picture rights in 
1924, the disposition of the motion picture 
rights was a sale of a capital asset and, as a 
result, the taxpayer’s gain was taxable as 
capital gain. Although this ruling has never 
been revoked, the Bureau is definitely not of 
the same opinion today. It changed its 
views sometime prior to 1935. In that year 
the Board of Tax Appeals rendered its deci- 
sion in the case of Rafael Sabatini [CCH 
Dec. 8979], 32 BTA 705. The taxpayer, a 
nonresident alien author, executed abroad 
contracts granting world-wide motion pic- 
ture rights to some of his productions in 
consideration of lump sum payments. The 
Commissioner of Internal Revenue took the po- 
sition that the payments received by the 
taxpayer were in the nature of royalties and 
not proceeds from the sale of property. The 
Board disagreed with the Commissioner. 
The Circuit Court of Appeals,” however, 
readily concluded that what had occurred 
was not a sale but the granting of a license, 
with the result that the payments received 
constituted royalty income. The court said: 


“We cannot agree that what occurred was 


*IV-1 CB 13. 
7 [38-2 ustc {| 9470] 98 F. (2d) 753 (CCA-2). 
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a sale. It was instead but a granting of the 
right to produce motion pictures from the 
works for a limited time. The author re- 
mained the owner of his works and merely 
licensed their use for a particular object for 
a period of time. There was no transfer of 
title necessary to a completed sale. ... The 
fact that one lump sum was received for the 
privilege of using the property of the author in- 
stead of a series of payments does not alter the 
real character of what the taxpayer received.” 


The Circuit Court decision in the Sabatini 
case was a turning point in the taxation of 
income from motion picture rights. It ap- 
pears to be the first decision involving income 
taxes to treat the granting of motion picture 
rights as a mere license rather than a sale. 


The Sabatini decision was a real victory 
for the Commissioner, and has been used to 
good advantage by him. The rationale of 
this decision has been applied not only to 
subsequent cases dealing with the question 
involved in the Sabatini case, that of the 
source or nature of income received from 
the granting of motion picture rights in his 
work by a nonresident alien author, but also 
to cases directly involving the question of 
whether income realized from the disposi- 
tion of such rights is gain from the sale of 
a capital asset. The holdings of these latter 
cases indicate that there is, for all practical 
purposes, virtually no possibility that pro- 
fessional authors will succeed in any conten- 
tion that income from the sale of motion 
picture rights is capital gain under the ex- 
isting statute. 


Berlin Case 


In Irving Berlin [CCH Dec. 7499], 42 
BTA 668 (1940), the taxpayer was under 
contract to a motion picture company by the 
terms of which he agreed to write songs for 
a motion picture for a consideration of 
$75,000. The taxpayer wrote the songs 
called for by the contract and assigned the 
rights to them to the company. It was the 
taxpayer’s contention that the $75,000 was 
taxable as capital gain, and that as a conse- 
quence he could offset it with capital losses. 
The Commissioner contended that the con- 
tract was in the nature of a contract for per- 
sonal services and that the income was for 
services rendered. He further contended 
that should it be conceded that the motion 
picture company obtained rights in property, 
the rights were obtained not through a sale, 
but rather through a license. The Board of 
Tax Appeals did not pass upon the personal 








service issue, but did hold that there had 
been no sale, but rather the granting of a 
license, citing the Sabatini case as authority 
for this position. 


Goldsmith Case 


The consideration of the problem reached 
a climax in the all-important case of Clifford 
H. Goldsmith [CCH Dec. 7217], 1 TC 711 
(1943). The taxpayer had written a play 
which was copyrighted in 1936. He trans- 
ferred exclusive motion. picture rights to 
Paramount Pictures, Inc., in 1938. During 
1938 and 1939, he wrote the radio sketch en- 
titled “Henry Aldrich,” based upon a char- 
acter created in the play, and earned his 
livelihood as a playwright and author. This 
play, however, was the only play written by 
the petitioner, who had been a lecturer prior 
to the year 1936. It was the taxpayer’s con- 
tention that his gain was realized from the 
sale of a capital asset. The Commissioner, 
on the other hand, contended, first, that the 
transaction was not in fact a sale, and, 
second, that even if there had been a sale, 
it was not a sale of a capital asset because 
the property sold was used in the trade or 
business of the taxpayer and was of a char- 
acter subject to the allowance for deprecia- 
tion provided in Section 23 (1) of the Code.® 
Again, the Sabatini case was cited as au- 
thority for the proposition that the grant of 
the rights constituted a license rather than 
a sale, and the Tax Court upheld the Com- 
missioner. Agreeing also with the Com- 
missioner’s second contention, the court 
stated: 


“The Commissioner also contends that, 
even though it be held that the transaction 
between petitioner and Paramount was a 
sale rather than the granting of an exclusive 
license for motion picture rights, neverthe- 
less, the sale was not that of a capital asset, 
as defined by section 117. Respondent’s 
contention on this phase of the case is that 
section 117 excludes from the term ‘capital 
assets’ property used in the trade or business 
of a taxpayer of a character which is sub- 
ject to the allowance for depreciation pro- 
vided in section 23 (1). In this contention 
we think respondent must also be sustained. 


“The trade or business of petitioner in 
both of the taxable years in question was 
that of author and playwright. That peti- 





8 Under the prior law, which was controlling 
in this case, a gain from the sale of depreciable 
property used in trade or business was taxable 
as ordinary income. Under the present law, 
such gain may be taxable as capital gain. (Sec- 
tion 117(j).) 
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tioner’s copyrighted play ‘Enter to Learn’, 
later changed to ‘What a Life’, was used in 
his trade or business seems hardly open to 
question. In both of the taxable years peti- 
tioner’s play was being produced on Broadway 
and petitioner received royalties therefrom 
which he reported as income, taking certain 
allowable deductions therefrom. We con- 
strue this as the use of the copyrighted play 
in petitioner’s trade or business.” 


The decision of the Tax Court was af- 
firmed by the Circuit Court of Appeals, 
Second Circuit [44-2 ustc 9365], 143 F. 
(2d) 466 (1944). Judge Learned Hand took 
the view that the gain was not a capital gain 
because the rights constituted “property held 
by the taxpayer primarily for sale to cus- 
tomers in the ordinary course of his trade 
or business,” and as such were specifically 
excluded from the definition of a capital 
asset by Section 117(a)(1) of the Code. 
Judge Hand stated: 


“I think that it is ‘property’ within 
§ 117(a)(1); that its grant is a ‘sale’; and 
that the licensee is a ‘customer in the ordi- 
nary course of .. . business’ when the author 
is in business. There can be none but a 
verbal objection to this interpretation, for 
the general purpose of the section is plain 
enough. All property ‘held by the taxpayer’ 
is capital assets, but there are some kinds 
which he does not figure in separate items, 
when he parts with them in the course of 
‘business’... . 


‘.. . there may also be goods which are 
neither ‘stock in trade’, nor of a kind which 
would ordinarily be inventoried. Neverthe- 
less, the business may consist of selling 
these goods in ‘ordinary course’, to those 
whose custom the taxpayer seeks; and these 
are his ‘customers’. That the purpose of 
Congress was also not to treat such trans- 
actions as ‘capital gains or losses’ is patent. 
Although each transaction is the sale of 
‘property held by the taxpayer’, it is not 
considered as separate, but the transactions 
are all massed together for tax purposes 
as a single source of ordinary income, quite 
as though the taxpayer were giving his serv- 
ices for hire upon separate occasions. How 
numerous such transactions must be the 
statute answers only by the test that col- 
lectively they must constitute a ‘trade or 
business’. This being in my judgment what 
the section was aiming at, I see no reason 
to balk at the words used. It does not un- 
duly strain the meaning of ‘sale’ to make it 
include an exclusive license.” 


An interesting aspect of this decision is 
that it discarded the notion that the grant- 
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ing of motion picture rights in a copy- 
righted work is not a sale. Judge Hand 
took the position that the transfer of a 
portion of a copyright can be a sale of 
property within the meaning of the capital 
gain provisions of the law. However, he 
held that the sale was a sale of property 
held by the taxpayer primarily for sale to 
customers in the ordinary course of his busi- 
ness;and as such was property specifically 
excluded from the definition of a capital 
asset by Section 117(a)(1). The taxpayer, 
over a period of approximately two years, 
and on separate occasions, sold the publish- 
ing rights, the motion picture rights and the 
radio rights to his work. Thus, at least 
three separate transactions were involved in 
the case. This fact undoubtedly influenced 
the court in arriving at the decision that 
the taxpayer was in business. 


To summarize, under the existing law and 
decisions, income realized from the assign- 
ment of motion picture rights constitutes 
ordinary income subject to the graduated 
surtax rather than capital gain subject to a 
maximum rate of twenty-five per cent be- 
cause (1) the granting of motion picture 
rights is not a sale but a mere license, and 
(2) the rights constitute “property held by 
the taxpayer primarily for sale to customers 
in the ordinary course of his trade or business.” 


Sale of Entire Copyright 


Instead of granting book publication rights, 
motion picture rights, serial rights, etc., sep- 
arately to different persons or firms, sup- 
pose the author sells his entire interest in 
the copyright to a single purchaser, for ex- 
ample, a book publishing company, which 
in turn could dispose of the various rights 
as it saw fit. Would the proceeds from such 
sale be taxed as capital gain with a twenty- 
five per cent maximum rate or as ordinary 
income at the regular graduated surtax 
rates? The answer depends primarily upon 
whether the copyright constitutes “property 
held primarily for sale to customers in the 
ordinary course of trade or business.” If 
the copyright does constitute such property, 
the proceeds are not capital gain; if it does 
not, the proceeds are capital gain. 


The- crux of the matter is the phrase 
“trade or business.” The determination—of 
whether a copyright is—prepertyused—in 


‘trade or businessis—largely amatter—of 


determining whether the owner of the copy- 
right, that is, the author, is engaged in the 
business of writing. This is a factual prob- 
lem, of course, and a very difficult one in 


59 











many cases. Among the important factors 
to consider are the number of copyrights 
owned or disposed of by the author, the 
time devoted to writing as distinguished 
from other professions or businesses the 
author may engage in, the proportion of 
the total income of the taxpayer derived 
from his publications, etc. Some guideposts 
that can be followed in solving this problem 
in a particular case are found in decisions 
involving the sale of patents where the 
question arose as to whether the patent was 
used in trade or business or, to put it an- 
other way, whether the taxpayer was en- 
gaged in the business of inventing. 


Sale of Patents 


In Harold T. Avery [CCH Dec. 12,812], 
47 BTA 538 (1942), the taxpayer was em- 
ployed to direct certain experimental work 
of his employer. During a period of seven- 
teen years, he obtained twelve patents cov- 
ering inventions which had been perfected 
during his spare time. In holding that the 
income realized from the sale of five of 
these patents was not capital gain since the 
patents were property held by the taxpayer 
primarily for sale to the customers in the 
ordinary course of his trade or business, the 
Board pointed out that the “trade or busi- 
ness” question was a factual one and de- 
pended to some extent on whether the 
invention was the result of a hobby or of 
business pursuit. In this case the Board 
found that the taxpayer was engaged in the 
business of inventing, and stressed the fact 
that his work had resulted in a number of 
patents. 


In Lester P. Barlow [CCH Dec. 13,218(M)], 
2 TCM 133 (1943), the taxpayer was suc- 
cessful in his contention that the income 
from certain patents constituted capital gain. 
He was an inventor, and had licensed all of 
his inventions except two, which he sold to 
a certain corporation for cash and a per- 
centage of royalties. The corporation went 
into receivership, and the taxpayer brought 
suit to recover the royalties which were due 
him at the time of the receivership. His 
recovery in the suit was held to be capital 
gain on the grounds that his inventions were 
not stock in trade and that he was not 
engaged in the business of selling inventions 
or patents. While the taxpayer was clearly 
in the business of inventing, the basis of 
the decision was that he ordinarily licensed 
his inventions and made sales only in iso- 
lated instances and therefore had not held 
the particular patents in question “primarily 





for sale to customers in the ordinary course 
of his trade or business.” ® 


In John W. Hogg [CCH Dec. 13,795(M)], 
3 TCM 212 (1944), the taxpayer was em- 
ployed as a clerk and spent several hours 
each week in his spare time working on 
devices. In a period of twenty years, he 
obtained four patents, one of which was 
sold. The income from the sale was held 
to be capital gain since the taxpayer was 
not engaged in the trade or business of an 
inventor but in that of a clerk. The court 
distinguished the Avery case on the ground 
that the taxpayer in that case was engaged 
in the business of inventing. 


Gain from the sale of patents was also 
held to be capital gain in Lee Walker [CCH 
Dec. 14,807(M)], 4 TCM 947 (1945), in- 
volving an invention which resulted from 
spare time experimenting by a corporation 
executive, and in Maurice B. Cooke [CCH 
Dec. 14,398], 4 TCM 204 (1945), in which 
an employee by the terms of his employment 
contract was to assign all inventions to his 
employer but was permitted to sell one pat- 
ent for his own account after being informed 
that his employer was no longer interested in it. 


Edward C. Myers [CCH Dec. 14,992], 6 
TC 258 (1946), also a favorable case, is of 
particular interest since the consideration 
received was not a lump sum payment but 
was based on a percentage of sales and was 
in fact denoted as royalties in the agreement. 
Also of interest is the decision of the court 
that a provision in the agreement of sale 


‘reserving to the taxpayer the option to ter- 


minate the agreement if a certain amount 
of royalties was not paid in any one year, 
did not change the transaction from a sale 
to a mere licensing agreement.” 





® Query: Does the Barlow decision mean that 
if a professional author who has written several 
works for which he has granted publication 
rights and has received royalties sells the entire 
copyright on the next work produced by him, 
the proceeds of such sale are capital gains? 
Although the decision would indicate an affirma- 
tive answer, it should not be relied upon as an 
authoritative precedent. 


10 At this point, the court stated: ‘“The con- 
ditions in the agreement .. . are in our opinion 
conditions subsequent and . .. did not inter- 
fere with the passing of ownership from peti- 
tioner to Goodrich. The conditions subsequent 
in the agreement in the instant case were no 
different in substance from those which were 
present in Commissioner v. Celanese Corpora- 
tion [44-1 ustc {J 9147], 140 F. (2d) 339. In that 
case the court ruled against the government 
and held that such conditions subsequent did 
not show that the contract was merely a licens- 
ing agreement so as to make the payments 
under contract ‘royalties’ instead of payments 
of part of the purchase price of the patents. 
We make the same holding here.”’ 
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Commissioner v. Hopkinson [42-1 ustc 
4 9330], 126 F. (2d) 406 (1942), also held 
that the taxpayer was in receipt of a capital 
gain and not royalties, notwithstanding the 
fact that the consideration was based upon 
a stated amount per unit manufactured by the 
purchaser under the patents. Said the court: 


“This manner of paying for the property 
by the purchaser was but an instalment plan 
which did not lessen the full and complete 
title to the property which was transferred 
to the purchaser and which gave it the 
rights of an absolute owner.” 


From the foregoing decisions, it is clear 
that under certain circumstances the pro- 
ceeds from the sale of patents constitute 
capital gains. This is true even when the 
sale price is not a lump sum but payable in 
installments based upon the same formula 
used for computing royalties. The same 
rule should apply to the sale of copyrights. 


Capital Gains 


Of course, since the application of this rule 
is limited to sales of copyrights by authors 
who are not actually engaged in the business 
of writing, it necessarily follows that the 
favorable capital gains provisions of the law 
will be available only in relatively few cases. 
However, where the capital gains rule does 
apply, the tax savings may be substantial. 
The benefits will flow largely to the un- 
knowns in the literary world. 


If, for example, a teacher, a businessman 
or a lawyer writes a book and sells his en- 
tire interest in the copyright to a publishing 
company, on the basis of the principles laid 
down in the foregoing cases, the proceeds 
from such sale would be capital gain. The 
same might be true’even in the case of the 
first book of a person who eventually makes 
writing his career. From a practical stand- 
point, it will be difficult in these cases for 
the buyer and seller to agree on the value 
of the copyright. However, as pointed out 
before, it is not necessary that the sales price 
be paid in a lump sum. It can be calculated 
and paid in the same manner as royalties. 
(See Edward C. Meyers and Commissioner v. 
Hopkinson, supra.) Thus, the purchasing 
publishing company can agree to pay a 
nominal sum at the time of the sale plus a 
certain percentage of the receipts from the 
book sales plus a certain percentage of any 
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amount received by it from the disposition 
of the motion picture rights, serial rights, etc.” 


Unfortunately, this possible favorable tax 
treatment of proceeds from copyright sales 
is not available to the professional writer, 
for in his hands a copyright constitutes 
“property held primarily for sale in the ordi- 
nary course of trade or business” within the 
meaning of Section 117 of the law, and hence is 
not a capital asset for federal income tax pur- 
poses. Professionals will have to look to Con- 
gress for relief through amendments to the law. 


Tax-Saving Plans 


Adequate and permanent tax relief for pro- 
fessional authors with large fluctuating in- 
comes can come only through amendments 
to the Internal Revenue Code. Before dis- 
cussing several desirable changes in the law, 
brief reference will be made to some of the 
tax-saving methods which can function 
within the framework of the existing law. 
Although these and many other tax minimiza- 
tion plans are within the letter of the statute, 
by no means does it follow that the courts 
will always uphold them. A great deal de- 
pends upon the surrounding circumstances. 
It cannot be too strongly emphasized that 
the courts are quick to strike down in- 
genious tax-saving schemes where the form 
employed for doing business or carrying out 
the challenged tax event is unreal or a sham. 


11 From the viewpoint of the publishing com- 
pany, the question will arise as to the deducti- 
bility and time for deduction of the payments 
made to the author as the purchase price of 
the copyright. Under the ordinary royalty 
agreement, of course, the publishing company 
is allowed to deduct the royalties as they are 
paid or accrued, depending upon the company’s 
accounting method. The payment for the copy- 
right is, of course, a capital expenditure; and 
if it is deductible only over the life of the 
copyright, it may not be particularly satisfac- 
tory to the acquiring company since to a great 
extent the deductions would not fall in the 
same years in which the income from the book 
is realized. It would appear, upon the authority 
of the decision in Associated Patentees, Inc. 
[CCH Dec. 14,440], 4 TC 979, that where pay- 
ments to the author are based upon a formula 
similar to that for determining royalties (which 
would generally be the only practical way of 
carrying out the transaction), the payments 
made each year, while in fact a capital expendi- 
ture in acquisition of the copyright, can, never- 
theless, be deducted for the year in question 
as a reasonable allowance for depreciation. In 
other words, the depreciation deduction in each 
year would be equivalent to the payment made 
in that year on the purchase price. In the 
cited case, the taxpayer acquired certain pat- 
ents under a contract obligating it to pay the 
sellers a certain percentage of its income from 
licenses granted for their use. 
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Use of Corporations 


Since the regular corporate income tax 
rates of twenty-one per cent to thirty-eight 
per cent are relatively low when compared 
to the high surtax rates applicable to indi- 
viduals, there is obviously a saving—at least 
a temporary saving—if the disposition of the 
literary work can be so arranged as to make 
the income therefrom taxable to the “author’s 
corporation” rather than to him individu- 
ally.” Although this can easily be accom- 
plished if regard is had only to the letter of 
the law (and, as pointed out above, that is 
not sufficient), it is not easy in a particular 
case to devise a plan satisfactory to all 
parties concerned and yet have a fair chance 
of withstanding attack by the government. 
Certainly, most plans of this type will be 
closely scrutinized by the tax authorities.” 


A corporation might be availed of in the 
disposition of motion picture rights. In- 
stead of transferring the rights directly to a 
motion picture company, the author could 
transfer them to a corporation in exchange 
for its stock, and thereafter the corporation 
could sell or lease the rights. An alternative 
to the sale or lease of the rights by the cor- 
poration to motion picture interests is a sale 
of the stock of the corporation by the author. 
The purchaser of the stock would either 
liquidate the corporation or use it to pro- 
duce the picture.” 


Space does not permit a discussion of the 
numerous decisions in which taxpayers were 
unsuccessful in their attempts to minimize 


2 Of course, there will be a further tax to 
pay if the author draws a salary or if the cor- 
poration pays dividends. 


13 ‘*While it has been frequently held that a 
taxpayer has the right to decrease his taxes, 
or avoid them in toto by methods permitted 
by law, where evasion or avoidance of taxes is 
the intent and: purpose of a transaction, the 
forms used for its accomplishment will be put 
to careful scrutiny.’’ (Mertens, Law of Federal 
Income Taxation, Vol. 10, Section 61.06.) 


The purchaser, it is assumed, would be an 
established motion picture company. About a 
year ago the Bureau of Internal Revenue an- 
nounced that deficiencies would be proposed 
against certain motion picture actors who had 
organized ‘‘single-picture companies’’ which, 
upon completion and sale of the picture, were 
liquidated. (New York Herald Tribune, July 
27, 1946.) Distributions in complete liquidation 
of a corporation are ordinarily taxable as capi- 
tal gains. The Bureau’s position apparently is 
that such corporations should be ignored for tax 
purposes and the profit from the venture taxed 
to the actor-stockholder as compensation. 


taxes by seeking refuge in incorporation.” 
It should be pointed out, however, that in 
working out any plan involving the use of a 
corporation, the important objectives are 
permanency and genuine business activity. 
Also, serious consideration must be given 
to the personal holding company provisions 
of the law and the much-discussed but some- 
what ineffective Section 102, imposing a 
penalty surtax upon corporations which ac- 
cumulate their earnings for the purpose of 
avoiding the taxes of stockholders. 


Leasing of Motion Picture Rights 


Ordinarily, the consideration for picture 
rights is paid inalump sum. Unless Section 
107 is applicable, the application of the 
graduated surtax rates will result in a sub- 
stantially higher tax than would be payable 
if the consideration was spread over several 
years. This bunching of income probably 
can be avoided by a leasing arrangement 
whereby the rights are leased to the motion 
picture company for a term of years with an 
option for purchase exercisable at the 
termination of the lease. 


Gifts 


Another approach to the goal of lower 
surtax rates is by way of gifts of certain of 
the rights under the copyright (or the entire 
copyright, for that matter) to family mem- 
bers—for example, wife or children—who 
have little or no income of their own. The 
purpose—or at least the hope—of this plan 
is to make the income from the assigned 
rights taxable to the donees at lower surtax 
rates than the rates which would be appli- 
cable if the income were taxable to the 
donor-author.* Such assignments are, of 


% It cannot be overemphasized that the courts 
are zealous in their efforts to make certain that 
form does not triumph over substance. (Hig- 
gins v. Smith [40-1 ustc { 9160], 308 U. S. 473; 
Gregory v. Helvering [35-1 ustc { 9043], 293 
U. S. 465. Cf. Moline Properties, Inc. v. Com- 
missioner [43-1 ustc { 9464], 319 U. S. 436; 
Fontaine Fox [CCH Dec. 9942], 37 BTA 271), 
and in many instances have ignored the separate 
entity of the corporation for tax purposes. 


146To make income taxable to the donee, there 
must be a gift of the property which produces 
the income, not merely a gift of the income. 
Also, the gift must be complete; the donor 
should not retain any dominion, or control over 
the property, for income is taxable to the per- 
son who has the benefit and controi of it (Hel- 
vering v. Horst [40-2 ustc { 9787], 311 U. S. 112; 
Helvering v. Clifford [40-1 ustc J 9265], 309 U. S. 
331), irrespective of a prior assignment (Lucas 
v. Earl [2 ustc J 496], 281 U. S. 111). Columbia 
Law Review, July, 1946, p. 678. 


(Footnote continued on page 63.) 
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course, within the scope of the gift tax. But 
since such tax is based upon the value of 
the property at the date of the gift, it follows 
that the tax can be kept at a minimum by 
making the gift of the literary work or rights 
therein prior to publication or even prior to 
completion. Of course, the writer does not 
mean to imply that a literary composition 
prior to publication might not have a sub- 
stantial value, particularly if the author has 
produced a best seller or two; but the value 
of the work at that time should be consid- 
erably less than after its success has been 
assured by a favorable reception on the part 
of the critics and the public. 


; 
Statutory Amendments 


With respect to statutory amendments, it 
is the opinion of the writer that (1) Section 
107 should be liberalized so as to permit the 
allocation of “bunched income” from all lit- 
erary works over a period of three years 
even though the time from the beginning to 
the completion of the work was less than 
three years; (2) income from the disposition 
of motion pictures should be taxed as capi- 
tal gain; and (3) as an alternative or supple- 
ment to (1), income from publication rights 
should be subject to an over- val: surtax 
limitation. 


There is some historical basis for extend- 
ing the advantageous capital gains provisions 
of the law to the proceeds of motion picture 
rights; as pointed out before, in 1925 the 
Bureau of Internal Revenue issued a ruling 
which provided for such treatment. Of 
course, the Bureau no longer adheres to the 
ruling. Notwithstanding the fact that the 
United States Supreme Court has not passed 
upon the point, the Goldsmith decision and 
others mentioned herein denying the appli- 
cation of the capital gains provisions to the 
disposition of motion picture rights, appear 
to be sound; consequently, only a statutory 
amendment can assure the desired relief 
and reinstate motion picture right proceeds 
to the capital gains category. Such amend- 
ment might take the form of a new sub- 
division to Section 117 (which deals with 
capital gains and losses) somewhat as follows: 


“For the purposes of this chapter, amounts 
received by an author upon the assignment 


(Footnote 16 continued.) 


Where there was no real donative intent, the 
primary motivating purpose of the gift being 
income tax saving, a gift of an undivided in- 
terest in a manuscript was held ineffective to 
shift the income tax burden to the donee. Pel- 
ham G. Wodehouse [CCH Dec. 15,688], 8 TC 637. 
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of motion picture rights in a literary work 
which he created, shall be considered as 
amounts received from the sale or exchange of 
a capital asset held for more than six months.” 


The six-month provision at the end of 
the foregoing is necessary to make appli- 
cable the twenty-five per cent maximum long- 
term capital gains tax where the assignment 
occurs within six months after the copyright 
was obtained. If that phrase was not added, 
the author would have to wait for the six- 
month period to expire before he could make 
the assignment, and such a delay might not 
be practicable in some cases. The phrase 
“in a literary work which he created” is 
intended to limit the benefits to the person 
who actually produced the work as distin- 
guished from a person who might buy and 
resell the rights. 


Surtax Limitation 


As to some over-all surtax limitation for 
income from publication rights, obviously 
it may be very difficult to secure such an 
amendment. Nevertheless, there is one 
precedent, namely, Section 105 of the pres- 
ent law, which places a surtax ceiling on 
income from the disposition of oil or gas 
properties by the persons who actually did 
the prospecting and exploration work. The 
report of the Senate Finance Committee of 
the Sixty-fifth Congress, in speaking of this 
surtax limitation, states: 


“The prospector for oil and gas 
frequently spends many years and much 
money in fruitless ‘search. When he does 
locate a productive property and comes to 
settle, it seems unwise and unfair that his 
profit be taxed at the maximum rate as if it 
were ordinary income attributable to the 
normal activities of a single year.” 


The foregoing seems equally true in so 
far as authors are concerned. It is common 
knowledge that many writers spend a lot of 
time, if not money, before they “strike oil”; 
and to have the fruits of their labor taxed 
in one taxable year merely because of the 
receipt of the proceeds in one year, when 
the time devoted to the literary work cov- 
ered many years, certainly is not equitable 
taxation. The surtax limitation in Section 105 
is thirty per cent. What the surtax ceiling 
should be for an author’s inccme from publi- 
cation rights is, of course, beyond the scope 
of this discussion, and will depend in the final 
analysis on the attitude of the legislators. 


[The End] 
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Pioneering Activities 


The Treatment of Costs 


Experimental and Research 


By ARNOLD C. STREAM 


A AASURAL. CONSEQUENCE of post- 

war reconversion activities has been a 
widespread, intensified program on the part of 
industries, large and small, to evolve from 
the instruments and processes of war, new 
products and manufacturing methods with 
a peacetime value. Various techniques have 
been employed in a common effort to devise 
the most economical, and yet most practical, 
means of operation. Some businesses con- 
duct these pioneering activities under the 
aegis of newly established concerns, while 
others simply devote departments of old and 
established businesses to the same ends. 
But regardless of the comparative merits 
of the several business systems or methods 
of operation which are employed, common 
tax problems cast their shadows upon all 
these worth-while endeavors, as indeed they 
do today on almost every form and phase 
of modern business. 


It requires little business acument or ex- 
perience, if any at all, to recognize that few 
of these postwar changes, innovations and 
improvements are possible without the dedi- 
cation of substantial sums of money to the 
experimental, developmental and research 
activities which comprise an essential pre- 
liminary step. The complexities of produc- 
tion may defer the realization of success for 


Mr. Stream 


is a member of the 


several years, or prolonged exploration and 
testing may uncover insuperable barriers 
which eventually compel the entire aban- 
donment of the venture. In any event, the 
immediate tax problem is the proper method 
of treatment of the expenses incident to such 
activities: whether to deduct them on a cur- 
rent basis, for federal income tax purposes, 
as ordinary and necessary business expenses, 
or to treat them as capital expenditures, thus 
losing the immediate benefit of a full deduc- 
tion from gross income. 


Capital and Business Expenditures 


In the ordinary conduct of business, the 
differentiation of capital expenditures and 
business expenses is not a judicial function. 
It is largely a matter of sound discretion 
and experienced business judgment. 


“The dividing line between the two classes 
cannot be defined by statute and, so far as 
has come to our attention, no court has 
ever attempted to make a definition that can 


apply to any case except the one under 
review.’ 


1 American Seating Company {CCH Dec. 1588], 
4 BTA 649 (1926). 
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federal government as Assistant United States 
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The statute and Regulations” are con- 
spicuous by reason of the nebulous stand- 
ards which they prescribe in this respect; 
but implicit in them is the assumption that 
the actual accounting and tax practices of 
the taxpayer will play an important role in 
resolving this problem. 


Since the Regulations elsewhere provide * 
that a taxpayer will be responsible for the 
adoption and maintenance of a method of 
accounting which will properly reflect both 
income and expenses, there is always in- 
volved what the Board of Tax Appeals has 
described as “the exercise of judgment in 
the light of particular circumstances and 
good accounting principles.” ‘ 


The statutory provisions ® relating to the 
deductibility of “the ordinary and necessary 
expenses paid or incurred during the tax- 
able year in carrying on any trade or busi- 
ness,” principally contemplate expenditures 
of a recurring nature where the benefit de- 
rived from payment is realized and exhausted 
within a single taxable year. Accordingly, 
if the result of the expenditure is the ac- 
quisition of an asset with an economic life 
extending beyond the taxable year,® no de- 
duction may be taken under the aforesaid 
provisions. In such circumstances, the ex- 
penditures are said to be capital expendi- 
tures; and to the extent that a deduction is 
allowable, it must be obtained under those 
sections of the Internal Revenue Code which 
pertain to allowances for amortization, de- 
preciation, depletion and loss... The mere 
fact that an expenditure is ordinary and 
necessary to a business, does not entitle it to 


2Internal Revenue Code, Section 24 (a) (2); 
Regulations 111, Section 29. "24-2. 

* Regulations 111, Section 29. ‘41-1 et seq. 

4 senberg, Inc. v, Commissioner [36-2 ustc 
7 9386], 84 F. (2d) 921 (CCA-7, 1936), aff’g 
[CCH Dec. 8833] 31 BTA 922 (1935); W. P. 
Brown & Sons Lumber Company [CCH Dec. 
T167], 26 BTA 1192 (1923), appeal dismissed 68 
F. (2d) 1022 (CCA-6, 1934); Goodell-Pratt Com- 
pany [CCH Dec. 1025], 3 BTA 30 (1925). Cf. 
J. Bentley Squier [CCH Dec. 4502], 13 BTA 
1223 (1928); American Seating Company, supra. 

5 Code Section 23 (a); Regulations 111, Sec- 
tion 29.23 (a)-1. 

6 This definition of capital expenditure is most 
frequently encountered. See, e. g., W. B. Harbe- 
son Lumber Company [CCH Dec. 7244], 24 BTA 
542 (1931); First National Bank of St. Louis 
[CCH Dec. 1257], 3 BTA 807 (1926). Cf. Kauai 
Terminal, Ltd. [CCH Dec. 9810], 36 BTA 893 
(1937); HH. W. Edwards & Son v. Clarke [39-2 
ustc { 9712], 29 F. Supp. 671 (DC N. Y., 1939). 
There are others, however. See, e. g., Goodell- 


Pratt Company, supra, where capital expendi- 
tures are considered as those incurred ‘‘expressly 
for the purpose of increasing the earning ca- 
pacity of an enterprise—in acquiring something 
of permanent use in the business.”’ 
Principles of Accounting (1938), 
similar definition. 


Finney, 
p. 294, has a 
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be treated as a currently deductible business 
expense. The solution to the problem is de- 
rived from an examination, not of the im- 
mediate purposes or results of the expenditure, 
but of the expenditure itseli—which in turn 
depends upon the extent and permanence of 
the work accomplished thereby.® 


Pioneer activities almost invariably con- 
template the ultimate evolution or creation 
of some right, process or property which, by 
applying the standards and criteria set forth 
above, constitutes a capital asset.’ By virtue 
of their manifest purpose and objective, the 
expenses incident to these activities are sus- 
ceptible to different and special treatment 
under the federal tax law, in that they must 
be capitalized and cannot be deducted as 
ordinary business expenses. Hence, despite 
the fact that the Internal Revenue Code 
makes no particular provision for the treat- 
ment of expenditures for, or investments in, 
“pioneer activities,” per se, and although the 
term has no generic significance under the 
law,” it is conveniently descriptive, serving 
to facilitate further discussion of the dis- 
tinctive treatment of what are otherwise 
prosaically described as the costs of develop- 
mental, experimental and research activities. 


Early Treatment 


Frequently in the past, taxpayers treated 
the cost of pioneer activities as ordinary and 
necessary business expenses, and claimed 
appropriate deductions from gross income 
in the year such expenses were incurred. 
The Commissioner usually acquiesced in this 


™Code Sections 23 (e), 23 (1), 23 (m). Cf. 
Clark Thread Company [CCH Dec. 8202], 28 
BTA 1128 (1933), aff’d [38-2 usrc § 9440] 100 
F. (2d) 257 (CCA-3, 1938): W. B. Harbeson 
Lumber Company, supra. Whatever amount is 
expended for the acquisition of such a capital 
asset, becomes a factor in determining the 
proper cost basis for depreciation or depletion 
or, in the event of a subsequent disposition, for 
the computation of gain or loss, See Union 
Pacific Railroad [CCH Dec. 8932], 32 BTA 383 
(1935), aff'd [36-2 ustc 7 9525] 86 F. (2d) 637 
(CCA-2, 1936). 

®See Mertens, Law of Federal Income Tazxa- 
tion, Vol. 4, Section 25.17, and cases cited in 
footnote thereto. 


®A taxpayer, of course, must capitalize all 
expenses which are incurred in connection with 
the purchase of a capital asset. The problem 
to which attention is given herein, however, is 
whether such capitalization is required where 
capital assets are developed or created rather 
than purchased or similarly acquired. 


10In American Seating Company, supra, the 
Board of Tax Appeals described the petitioner 
as a ‘“‘pioneer’’ in the manufacture of steel desks 
because it ‘‘could not benefit by the experience 
of others’’; but the use of the term was casual 
and without special tax import. 
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treatment. During the years of excess 
profits taxes, however, when taxpayers 
recognized new possibilities for tax savings 
through an increase in invested capital 
credits, they sought to retrace their steps 
and to capitalize all expenses incident to 
such pioneer activities. This measure was 
also desirable in order that full advantage 
of an increased cost basis might be taken 
for the purpose of computing gain or loss on 
the occasion of the disposition of the asset. 


The courts regularly have required that 
the taxpayer sustain the burden of proving 
the character and nature of the expendi- 
ture™ and also establish that they were er- 
roneously charged to current expenses.” If 
the taxpayer succeeds in these respects, he 
is entitled—indeed, he is required as a 
matter of law—to reallocate the items of ex- 
pense to his capital accounts.” 


One of the notable cases on this subject is 
Goodell-Pratt Company,“ decided by the 
Board of Tax Appeals in 1925. The tax- 
payer was established in the business of 
manufacturing and selling tools. In order 
to increase its business and the scope of its 
industrial operations, the corporation was 
accustomed to devoting considerable time, 
attention and money to the development of 
new tools having a value to its customers. 
During the period 1909 to 1916, the corpora- 
tion spent over $280,000 for salaries and 
consumable materials in connection with 
such pioneer activities, charged the expendi- 
tures to its current expense account and 
claimed annual deductions for income tax 
purposes. 


Subsequently, the corporation adopted ac- 
counting measures which effected the re- 
alloeation of these items to its capital account; 
the opposition of the Commissioner to these 
measures led to the Board proceeding. 


The Board of Tax Appeals permitted the 
corporate petitioner to restore the expendi- 
tures to its capital account. It was held that 
the expenditures had been made for the ex- 
press purpose of acquiring something of 
permanent use in the business and, conse- 
quently, were not properly deductible as 
ordinary business expenses. 





11Cf. Duesenberg, Inc., supra; Hershey Manu- 
facturing Company wv. Commissioner [2 vustc 
1573], 43 F. (2d) 298 (CCA-10, 1930); J. R. 
Flannery, Jr. [CCH Dec. 15,152(M)], 5 TCM 
332 (1946): J. H. Sanford [CCH Dec. 589], 2 
BTA 181 (1925). 

12 Duesenberg, Inc., supra. See Magnetic Anal- 
ysis Corporation [CCH Dec. 13,144(M)], 1 TCM 
949, 954 (1943): ‘‘We know of no reason other 
than estoppel why petitioner should not now 
be permitted to correct a past error... if 
the evidence clearly shows that such errors 


In the following year the Board of Tax 
Appeals decided the case of American Seat- 
i::g Company.” ‘There the petitioner, already 
well established as a manufacturer of cast- 
iron desks and seats, decided in 1909 to sub- 
stitute a steel frame for cast-iron frames. 
This change, a radical departure from 
previous manufacturing methods, prompted 
the Board of Tax Appeals to describe the 
petitioner as a “pioneer” in its field. During 
the years 1910 and 1911, large costs were 
incurred by the company in its effort to 
transform its manufacturing methods into 
new technological patterns capable of pro- 
ducing the new product. The petitioner set 
up and maintained separate, detailed records 
of its expenditures and charged all such 
costs on its books as capital expenditures. 


In a later year the Commissioner sought 
to eliminate these capitalized expenditures 
from the petitioner’s invested capital credit 
for excess profits tax purposes. The Board 
of Tax Appeals, however, sustaining the 
petitioner, again held that it was universally 
recognized that a venture into a new field 
necessitated large developmental costs, all 
of which might, in accordance with sound 
judgment and approved accounting practice, 
be capitalized. 


These two decisions graphically illustrate 
the danger of presuming to determine the 
proper treatment of business outlays without 
full knowledge of the facts. In Goodell-Pratt 
Company, supra, the expenses, as noted above, 
consisted principally of amounts paid for the 
immediate purposes of salaries and consum- 
able materials, expenses which under ordi- 
nary circumstances would properly be 
deducted under Section 23 (a) as ordinary and 
necessary business expenses. On the other 
hand, in American Seating Company, supra, 
the immediate purposes of the expenditures 
were the acquisition of new buildings, ma- 
chinery ‘and other permanent assets. De- 
spite this wide difference in the immediate 
purposes of the expenditures, the Board held 
in both cases that the expenditures had to 
be capitalized and were not deductible as 
ordinary business expenses. These two 
cases, therefore, should serve as a warning 
against the assumption that expenses are 


were made.”’ 

13 Magnetic Analysis Corporation, swpra; Gil- 
liam Manufacturing Company [CCH Dec. 356], 
1 BTA 967 (1925): American Seating Company, 
supra; Buffalo Forge Company [CCH Dec. 2021], 
5 BTA 947 (1926); Goodell-Pratt Company, 
supra; Union Metal Manufacturing Company 
[CCH Dec. 147], 1 BTA 395 (1925). 

14 Supra, footnote 4. 

1% Supra, footnote 1; aff’d (and rev’d on an- 
other point) [5 ustc {§ 1487] 50 F. (2d) 681 
(CCA-7, 1931). 
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ordinary and necessary business expenses 
simply because they are recurring in nature 
and do not result in the immediate and direct 
acquisition of an asset having a useful value 
of more than-one year. One must not lose 
sight of the forest because of the trees. The 
accountant or tax consultant is to be guided 
by the over-all purpose of the expenses in- 
curred by a business, which, if the ultimate 
acquisition or creation of a capital asset is 
contemplated, dictate the capitalization of 
such expenditures and not their deduction 
under Section 23 (a). 


From these early cases have stemmed a 
wide variety of situations calling into ap- 
plication the same principles of law. Thus, 
for example, the courts have required the 
capitalization of expenses in a case where a 
corporation maintained within its main or- 
ganization a separate pioneer department for 
the exploration and development of new 
methods of utilizing gases for tubular light- 
ing purposes.” Since patents are essentially 
capital assets, pioneer expenses incident to 
their perfection are likewise to be capital- 
ized.” In businesses utilizing secret form- 
ulae™ or mechanical drawings,” expenses 
incurred in their development have been held. 
to be capital, and not ordinary, expenses. 
Similarly, expenses have been capitalized 
when incurred in connection with experi- 
ments on new types of wood,” tests of new 
methods of manufacturing acid™ and a 
multitude of other circumstances not capable 
of convenient reference.” 


Failure of Venture 


Thus far in the discussion, there has been 
only a tangential concern for the possibility 
that a pioneer venture might prove to be a 
failure; and this analysis has proceeded on 
the optimistic, tacit premise that the pioneer 
activities would prove successful, thus en- 


1% Claude Neon Lights, Inc. [CCH Dec. 9574], 
35 BTA 424 (1937). 

17 See, e. g., Ward v. U. S. [40-1 ustc { 9432], 
32 F. Supp. 743 (DC Mass.. 1940): John A. 
Nelson Company [CCH Dec. 8135], 28 BTA 529 
(1933). aff'd [35-1 ustc § 9164] 75 F. (2d) 696 
(CCA-7, 1935), rev’d on other grounds [36-1 ustc 
§ 9019], 296 U. S. 374 (1935); Buffalo Forge Com- 
pany, supra; Beawmont Company [CCH Dec. 
1254], 3 BTA 822 (1926). 


8 Ernest E. Lloyd [CCH Dec. 3201], 8 BTA 
1029 (1927). 


199 William 8. Doig, Inc. [CCH Dec. 4310], 13 
BTA 256 (1928). 
2% Dempster Mill Manufacturing Company v. 


Burnet [2 ustc { 644], 36 F. (2d) 604 (CA of 
DC, 1931). 


21 Forest Products Chemical Company [CCH 
Dec. 7900], 27 BTA 638 (1933), aff’d without 
opinion (CCA-6, December 18, 1934), cert. de- 
nied 294 U. S. 726 (1935). 


Pioneering Activities 


titling the taxpayer to recover the capital- 
ized costs through depreciation allowances 
over the period of the life of the capital asset 
acquired or created, But, as Addison once 
wrote,” “‘Tis not in mortals to command 
success”; and it would indeed be a myopic 
rule which did not admit the possibility of 
failure and did not take this contingency 
into account. 


On several occasions pioneer ventures 
with promising possibilities have collapsed 
entirely within the first year of operation. 
As might be expected, the courts have had 
no difficulty in determining the appropriate 
treatment of the expenses of such an abor- 
tive venture since, whether designated as 
expense or capital, they were deductible 
from the income of that year.“ Were this 
the usual situation, the proper treatment of 
pioneering losses would have only academic 
significance since a taxpayer is but little con- 
cerned with the theory of allowance so long 
as a deduction is granted. 


The more usual situation, however, is that 
in which a taxpayer has properly capitalized 
the expenses of a pioneer venture over a 
period of several years, but eventually is 
compelled to terminate or abandon the en- 
terprise because of inability to create or 
acquire an asset having permanent commer- 
cial value. 


In an early case,” the Board of Tax Ap- 
peals enunciated the rule that where ex- 
penditures for research, developmental and 
experimental activities were of a recurring 
nature, were made in the ordinary course of 
business, and resulted in nothing of practical 
use, they were deductible as ordinary and 
necessary business expenses. The direct 
holding of the Board, however, was that 
since the petitioner was engaged in purely 
experimental work in the development of a 
farming machine, “the losses sustained or 


22 See, e. g., Willcuts et al. v. Minnesota Trib- 
une Company [39-1 ustc § 9488], 103 F. (2d) 947 
(CCA-8, 1939), cert. denied 308 U. S. 577 (1939) 

(expenditures to increase newspaper circula- 
tion); Odorono Company [CCH Dec. 7785], 26 
BTA 1355 (1932) (expenditures to organize cor- 
poration); James M. Osborn [CCH Dec. 13,852], 
3 TC 603 (1945) (expenditures by research pro- 
fessor for clerical assistants, etc., in prepara- 
tion of scholarly works). 

3 Cato (1713), Act I, Scene 2. 

a‘). 6. «Where the asset is ... discarded 
within the year of its purchase, the entire cost 
is deductible from the income of that year, 
whether the expenditure be designated as ex- 
pense or capital.’’ Harbeson Lumber Company, 
supra; Edward A. Miller [CCH Dec. 6203], 20 
BTA 379 (1930); Homer L. Strong [CCH Dec. 
4699], 14 BTA 902 (1928): Ernest E. Lloyd, 
supra. 

23 Homer L. Strong, supra. 
26 (Footnote 26 on page 68.) 


expenses incurred” were deductible from the 
taxpayer’s gross income. It is difficult to de- 
termine, therefore, whether the Board per- 
mitted the deduction as a loss item or as a 
business expense. But the more serious 
criticism of this decision is due to the utterly 
speculative nature of the stated principle, 
which requires that the taxpayer possess in- 
tuitive powers in order to determine the 
proper current treatment of pioneer expenses. 


Legend speaks of a renowned prophet 
who infalliby “predicted” events after they 
had come to pass. The ordinary taxpayer, 
carefully tracing his way through the maze 
of tax technicalities, dare not lay claim even 
to such accomplishments, much less attempt 
actually to prophesy events in order to de- 
termine the current treatment of contem- 
porary expenses. Since, in the nature of 
human affairs, the effect of an expenditure, 
concurrently with the transaction, cannot 
ever be foreseen with absolute certainty, the 
accountant or tax consultant manifestly 
must be guided by the purpose and hope or 
expectation, both as to the possible increase 
in income and as to the permanence of the 
asset to be created or acquired; ” he cannot 
be subjected to a rule which requires ret- 
roactive adjustments if circumstances de- 
velop otherwise than anticipated. 


Accordingly, the better rule, and the one 
generally adopted, requires that a taxpayer 
capitalized current expenditures necessary 
to the conduct of a pioneer venture which 
proposes to evolve or acquire a capital asset; 
and if the enterprise proves a failure and no 
asset is actually evolved or acquired, the 
taxpayer is permitted to deduct from gross 
income the amount of capitalized expendi- 
tures as a loss item in the year when the 
venture is finally abandoned.” 


The taxpayer who is compelled to resort 
to a loss deduction, however, had best pro- 
ceed cautiously in: order to ascertain the 
proper year for such deduction. He must 
be able to point to some identifiable event. 
The abandonment of the pioneer activity 


*In Dresser Manufacturing Company, BTA 
memo. op., Docket 80177, April 2, 1938 (unre- 
ported), the Board adverted to this situation, 
stating that the expenses which it was holding 
should be capitalized were different from those 
made for experimentation and research and 
from those ‘‘directly connected with the manu- 
facturing activities being carried on during the 
current year.’ The distinction, elliptical as it 
is, is not supported in the later decisions of 
the Board or Tax Court. 

7 Goodell-Pratt Company, supra. 

% “Such expenditures . . . would be of a cap- 
ital nature and would not be deductible as ordi- 
nary and necessary expenses. . Here the 
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cannot be partial or equivocal; it must be 
final and complete.” 


Kent Machine Company Case 


A novel and perplexing situation was re- 
cently presented to the Tax Court. A cor- 
poration, engaged in the business of making 
complete machines and machine parts, ex- 
pended large sums of money over a period 
of years in the development and improve- 
ment of a tamping machine which it had 
agreed to manufacture under a certain 
licensing agreement. The terms of the 
licensing agreement authorized the corpora- 
tion, as licensee, to manufacture and sell 
these machines, but specifically reserved to 
the licensor, the owner of the patents on the 
tamping machine, any benefits which might 
be derived from improvements, innovations 
or patents discovered by the licensee during 
its manufacturing activities. 


After entering into this agreement, the 
corporate licensee opened an account on its 
books entitled “Development—Kent Root 
Vibra.” It proceeded to charge to this ac- 
count all of its expenditures in connection 
with the tamping machine, including en- 
gineering costs, drawings, material patterns 
and miscellaneous smaJl items. During the 
three years that the corporation manufac- 
tured and sold these machines, it actually 
did make several improvements in their 
design. 


The Tax Court held™ that since the ac- 
tivities did not lead to the acquisition of any 
capital asset, the taxpayer’s expenditures 
were ordinary business expenses, which had 
to be currently deducted from gross income, 
and that the taxpayer had no right to capitalize 
them. 


This decision appears at first glance to de- 
part from the well-established rules requir- 
ing the capitalization of the costs of such 
developmental activities. But a _ careful 
reading of the facts discloses that under no 
possible circumstances could the taxpayer 
acquire a capital asset having a permanent 


effort was a complete failure and the expendi- 
tures represented a loss to the petitioners. ... 

“The evidence of when the loss was sus- 
tained . . . indicates that 1926 is the proper 
year for the deduction.’’ Acme Products Com- 
pany [CCH Dec. 7186], 24 BTA 194, 196 (1931). 
Cf. Ernest EH. Lloyd, supra; Perine Machinery 
Company (CCH Dec. 6751], 22 BTA 450 (1931); 
Kent Machine Company [CCH Dec. 15,768(M)], 
6 TCM —. 

*Cf. Fred C. Champlin [CCH Dec. 490], 1 
BTA 1255 (1925). 


%*% Kent Machine Company, supra, footnote 28; 
on appeal to CCA-6. 
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use in its business. The expenses which it 
incurred did not relate to the improvement 
of any of its own processes or patents. On 
the contrary, the taxpayer had no patents in 
its own right, nor any right to patent any 
improvement or innovation evolving from 
its own production efforts. Its interest in 
the machines upon their completion was 
limited to inventory treatment and the 
possible realization of ordinary income if the 
machines were sold at a profit. Under such 
circumstances it would seem appropriate 
that the Tax Court treated the expenditures 
as ordinary and necessary rather than as 
capital™ The legal impossibility that the 
taxpayer create or acquire a permanent asset 
because of its contractual limitations serves 
to distinguish the result reached in this case 
from those decisions which require capital- 
ization of expenses, despite the fact that no 
permanent asset is ever acquired, where the 
enterprise is under no such legal impediment 
or prohibition.™ 


Natural Resources 


Several exceptions have been carved out 
of the foregoing general rules for the tax: 
treatment of expenses relating to the de- 
velopment of natural resources. These ex- 
ceptions, it will be seen, take into account 
the unique methods and problems involved 
in the mining of natural resources, all of 
which require special tax consideration to 
avoid undue hardship. These problems have 
their origin in the fact that natural resources 
are, in their very nature, “wasting assets,” 
which eventually will be exhausted by the 
extracting processes, independently of the 
economic life of the capital assets used dur- 
ing the progress of the activity. There is, 
therefore, no practical or logieal relationship 
between the duration of the activity and the 
economic life of the equipment used, as there 
is in conventional commercial enterprises. 


Moreover, of equal significance is the fact 
that activities involving the working of 
sources holding natural resources require 
unusual investments of labor, material and 
money before the productive phase of op- 
erations commences. 


*1Compare with Goodell-Pratt Company, su- 
pra, where machinery was developed under the 
taxpayer's auspices without reservation of rights 
to another party under any licensing or similar 
agreement. Cf. Forest Products Chemical Com- 
pany, supra; Dresser Manufacturing Company 
[CCH Dec. 10,790], 40 BTA 341 (1938); Acme 
Products Company, supra; Dempster Mill Manu- 
facturing Company v. Burnet, supra; Ward v. 
U. 8., supra, 


* See footnote 28, supra. 


Pioneering Activities 





These unusual facts have given rise to a 
series of special regulations, which make 
specific provision for the treatment of de- 
velopmental expenses in those activities in- 
volving the mining of natural resources. 
These regulations grant additional latitude 
to the taxpayer by permitting the deduction 
of certain expenses as ordinary and neces- 
sary business expenses, whereas conven- 
tional concepts otherwise would dictate their 
capitalization. 


Mining Activities 


The Regulations™ provide that expenses 
in mining activities be divided into two 
classes: (1) those expenditures which are 
made while the mine is in the developmental 
stage and which are in excess of net receipts 
from minerals sold; and (2) those expendi- 
tures, regardless of the stage of develop- 
ment, for plant and equipment and for 
replacements, not including expenditures for 
maintenance and for ordinary and necessary 
repairs. In both of these instances, the 
Regulations require the capitalization of 
such expenditures, and their recovery through 
depreciation allowances.* The burden of 
proof is on the taxpayer to establish whether 
a mining operation is in the development 
stage or in the production stage. If he can- 
not or does not establish this fact, the op- 
eration will be considered to be in the 
development stage, and the taxpayer will be 
required to capitalize expenses rather than 
treat them as currently deductible business 
expenses.” 


The Commissioner, however, has recog- 
nized that certain expenditures, ordinarily 
considered capital expenditures, are neces- 
sary in order to maintain the normal output 
of the mining operation, and that they arise 
solely because of the recession of the working 
faces of the mine. It is provided, there- 
fore, that expenditures for equipment (in- 
cluding its installation and housing), and for 
replacements thereof which (1) do not in- 
crease the value of the mine, or (2) do not 
decrease the cost of production of mine 
units, or (3) do not represent an amount 
expended in restoring property or in making 


% Regulations 111, Section 29.23(M)-15. 

% A mine will be considered to have passed 
from the development stage into a production 
status when the major portion of mineral prod- 
ucts is obtained from workings other than those 
opened for the purpose of development, or when 
the principal activities become the production 
of developed ore rather than the development 
of additional ores for mining. Ibid. 


% Rialto Mining Corporation [CCH Dec. 
15,254(M)], 5 TCM 519 (1946). 
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good the exhaustion thereof, for which an 
allowance is or has been made, must be 
deducted as ordinary and necessary business 
expenses. 


Thus, expenditures for electric locomo- 
tives, mine cars, steel rails, switches and 
trolley wires to maintain the capacity of a 
coal mine as the working faces recede, have 
on various occasions been treated as ordi- 
nary business expenses, despite the fact that 
the assets and equipment acquired thereby 
have a useful life of more than one year.” 


Oil and Gas Wells 


The successful operation of oil and gas 
properties requires three distinct types of 
expenditures. An operator must pay for the 
clearing of the ground at the site of the well; 
he must pay for the drilling, shooting and 
cleaning of the well; and, finally, he must 
pay wages, fuel and repair bills in connection 
with the construction of such derricks, 
tanks, pipe lines and other structures as are 
essential preliminary requirements for the 
preparation of the well for the production of 
oil or gas. These expenses are generally 
known (and are so described in the Regu- 
lations) as “intangible drilling and develop- 
ment costs.” 


These expenditures, leading to the ulti- 
mate acquisition of a valuable capital asset, 
namely, an oil or gas well, would be treated, 
under conventional principles of law, as 
capital expenditures. The Regulations,” 
however, accord the taxpayer the option, ex- 
ercisable in the first year in which such costs 
are incurred, either to treat them as current 
business expenses and to offset them against 
gross income for that year or to capitalize 
them and recover them through annual al- 
lowances for depreciation or depletion. 


This option, however, does not extend to 
expenditures by which the operator acquires 
tangible property ordinarily considered as 
having a salvage value. Thus, for example, 
the costs of the actual materials in the struc- 
tures built in the wells and on the property 
and the cost of drilling tools, pipe, casing, 
tubing, tanks, engines and the like, must be 
capitalized and recovered through deprecia- 
tion allowances.™ 


Once the well is completed and productive 
operations are commenced, the operator is 
faced with recurring expenses for labor, fuel, 
repairs, hauling and supplies, which are 





% See Mertens, op. cit., Vol. 4, Section 24.53, 
and cases cited there. 

31 Regulations 111, Section 29.23(m)-16 (b) (1). 

% Regulations 111, Section 29.23(m)-16 (b) (3). 


essential to the continued production of the 
oil or gas. These expenses are traditionally 
treated as ordinary and necessary business 
expenses; and the Regulations specifically 
exclude them from the option granted to the 
well operator, requiring that they be de- 
ducted annually as expense items.” 

The subject of intangible drilling and de- 
velopment costs holds particular interest 
only for those engaged in such specialized 
activities. Indeed, it is a matter worthy of 
independent and detailed treatment.” The 
brief references which have been made 
should suffice, however, for the purpose of 
illustrating in a general way the extent that 
these activities depart from the customary 
channels of tax treatment. 


Farming Expenses 


It is appropriate that some brief reference 
be made to expenses incident to commercial 
farming ventures. In this connection, the 
Regulations provide “ that a farmer who op- 
erates a farm for profit is entitled to deduct 
from gross income as necessary expenses all 
amounts actually expended in carrying on 
the business of farming. The cost of ordi- 
nary tools of short life or small cost, such as 
hand tools, including shovels, rakes, hoes 
and picks, as well as the cost of feeding and 
raising livestock, may generally be deducted 
on a current basis. 


Amounts expended in the development of 
farms, orchards and ranches prior to the 
time when thé productive stage is reached, 
may, at the option of the taxpayer, be re- 
garded as investments of capital, or may be 
treated as ordinary and necessary business 
expenses and deducted in the taxable year in 
which they were incurred. 


Last year it came to the attention of the 
Bureau of Internal Revenue that many tax- 
payers had construed the last-mentioned op- 
tion as permitting them to capitalize or to 
charge to expense, at their option, all ex- 
penditures in the development of farms, 
orchards and ranches prior to the time the 
productive stage is reached, regardless of 
whether the items represented investments 
of capital or ordinary and necessary business 
expenses. The position of the Bureau is that 
the Regulations grant the taxpayer the op- 
tion to capitalize, prior to the time when the 
productive stage is reached, expenses which 
might otherwise be deductible on a current 
basis, but do not permit capital ttems to be 





% Thid. 

# See, e. g., TAXES—The Tax Magazine, No- 
vember, 1943, p. 591. 

“ Regulations 111, Section 29.23 (a)-11. 
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treated at any time as ordinary and neces- 
sary business expenses.” 


This assertion would seem consistent with 
the Regulations themselves, which provide 
that in any case the cost of farm machinery, 
equipment and farm buildings represents a 
capital investment and is not an allowable 
deduction as an item of expense. 


Conclusion 


Despite the fact that excess profits taxes 
are now a matter of only historical import, the 
cluster of legal precedents which evolved 
from the past efforts of taxpayers to aug- 


* Mim: 6030, June 20, 1946 [1946 CCH { 6225]. 


ment their invested capital credits, will color, 
if not determine, the future tax treatment of 
pioneer expenses. The requirement that such 
expenses be treated as capital expenditures 
may prove disadvantageous to those enter- 
prises with a policy of seeking maximum de- 
ductions against gross income in these years 
of comparatively high tax rates. But no 
principle of law has yet been evolved to 
serve all persons with equal favor. Judicial 
rules and legal criteria, even in the much 
maligned field of federal taxation, derive 
their fullest effectiveness from the extent of 
their objectivity; the rules and criteria we 
have discussed comprise to a singular degree 
a series of objective standards which make 
for easy and uniform application. [The End] 


——$—$— 
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At the meeting of the New York Chapter of the Tax Executives Institute, 
Inc., held on December 17 at the Hotel Pennsylvania, New York City, the 
following members were elected to hold office as directors and officers of the 


chapter for the incoming year: 


DIRECTORS 


Meredith L. Kent of Mergenthaler Linotype Company 
Walter E. Streng of Continental Can Company, Inc. 
Paul W. Smith of Schenley Distillers Corporation 
Willys G. Ryckman of Electrolux Corporation 


Claude W. Hupp of Sterling Drug, Inc. 


Robert M. Dodds of Ebasco Services, Inc. 


OFFICERS 


President: Alexander Boag, Jr., of National Dairy Corporation 
Vice-President: George R. Ruppel of Mutual Broadcasting System 
Vice-President: Joseph S. Seco of Twentieth Century Fox Films 
Vice-President: William N. Haynes of E. R. Squibb & Sons 
Treasurer: George W. Vroom, Jr., of Sperry Corporation 
Secretary: John G. Salorio of Elizabeth Arden Sales Corporation 
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Income Abroad. In the case of personal 
property in foreign trade, a sale is con- 
summated where the seller surrenders his 
beneficial ownership to the buyer irrespec- 
tive of the place where bare title passes. 
In the case of tax avoidance, the sale will 
be considered consummated where the sub- 
stance of the sale took place giving effect 
to all factors. G.C.M. 25131. 


Though contracts are prepared and pay- 
ment of contract prices is made in this 
country, taxable income therefrom does not 
arise in the United States because title to 
and ownership of the subject matter of the 
contracts passed abroad. East Coast Oil 
Company, S. A. [CCH Dec. 8775], 31 BTA 
558, and Exolon Company [CCH Dec. 
12,188], 45 BTA 844, aquiesced in by the 
Commissioner of Internal Revenue. 


Depletion. To allow for the exhaustion of 
the mineral, the unit and not the percentage 
method of depletion is proper for mining 
chromite for refractory and not for metallic 
purposes. Ct. D. 1694. 


An ore dump is not a mine and therefore 
is not subject to depletion. Chicago Mines 
Company v. Commissioner [47-2 ustc J 9385]. 
CCA-10, November 6, 1947; affirming [CCH 
Dec. 15,462] 7 TC —, No. 129. 


Deduction for Partial Worthlessness. A 
taxpayer may deduct partial worthlessness 
of an appropriate asset in a current year 
including that part which became worthless 


in an earlier year, though it was not 
claimed at that time as a _ deduction. 
E. Richard Meinig Company [CCH Dec. 


16,145], 9 TC —, No. 129. 


Compromise Settlement of Antitrust Suit. 
A compromise payment in a lawsuit involv- 
ing the violation of a state antitrust law is 
not deductible as ordinary and necessary 
business expense because it is penal in 
nature, even though the taxpayer’s guilt 
was not established. Universal Atlas Cement 


Company [CCH Dec. 16,144], 9 TC —, No. 
128. 


Income of Nonresident Alien. Income in 
terms of part of the sales price to foreign 
purchasers received by a nonresident alien 
from his domestic licensee, constitutes tax- 
able income to him from sources within 
the United State regardless of where the 
product was ultimately used. Pedro Sanchez 
v. Commissioner [47-1 ustc | 9297], 162 F. 
(2d) 58; certiorari denied by United States 
Supreme Court on November 10, 1947. 


United Kingdom Resident Working in 
United States. A resident of the United 
Kingdom employed by one of its corpora- 
tions, with a permanent establishment in the 
United States, for less than 183 days during 
a year is exempt from federal income taxes 
on this income. I.T. 3876. 


Constructive Receipt of Dividends. Divi- 
dends are said to be received constructively 
and therefore taxable when they are de- 
livered to a taxpayer’s brokers and are avail- 
able to the taxpayer, upon establishing a 
satisfactory right of claim thereto. Aramo- 
Stiftung [CCH Dec. 16,138], 9 TC —, No. 1235. 


Deductible Salary to Executive in Military 
Service. Salary paid to a corporate executive 
in military service may be deductible as a 
business expense. Berkshire Oil Company 


[CCH Dec. 16,125], 9 TC —, No. 120. 


Disallowance of Compensation Deduction. 
Because of the close relationship as defined 
in Section 24(c) of the Internal Revenue 
Code, compensation to a son, but not to a 
son-in-law, is disallowed as a deduction 
when it is paid after two and one-half 
months following the close of the em- 
ployer’s fiscal year, even though the delay 
was caused by the slow processing of the 
approval by the Salary Stabilization Unit 
of the government. Fervel Topek [CCH Dec. 
16,095], 9 TC —, No. 104. 
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Deductible Promissory Notes as Salary. 
An accrual solvent corporation may deduct 
compensation paid its cash basis president 
in the form of promissory demand notes 
within two and one-half months after the 
close of the corporation’s fiscal year, though 
the notes were redeemed two years later. 
Anthony P. Miller, Inc. v. Commissioner [47-2 
ustc J 9388], CCA-3; reversing in part 
{CCH Dec. 15,377] 7 TC 729. 


Exclusive License a Sale. An exclusive 
license under a patent to manufacture, use 
and sell a commodity on a percentage of 
profits basis is a sale at capital gains rates, 
even though title to the patent could revert 
to the taxpayer for breach of contract under 
remote conditions. Raymond M. Hessert 
{CCH Dec. 16,120(M)], TC memo. op., 
October 31, 1947. 


Bankrupt’s Employment Taxes. Employ- 
ment taxes of a bankrupt’s employees prior 
to bankruptcy constitute a preferential claim 
enforceable against the estate of the bank- 
rupt. U. S. v. Fogarty, Trustee [47-2 ustc 
7 9383], CCA-8, November 4, 1947; revers- 
ing [47-1 ustc J 9200] 71 F. Supp. 134. 


Alimony Notes. Alimony obligations 
prior to 1942 in the form of promissory notes 
retain their identity as such, including in- 
terest thereon, and are not taxable income. 
Buchanan v. U. S. [47-2 uste J 9382], CA of 
DC, November 10, 1947; reversing and 
remanding to District Court. 


Sale of Part of Property. If a taxpayer 
sells part of a parcel of land at a loss, he 
cannot deduct the loss for tax purposes 
but must commensurately adjust the tax 
value of the remainder of the plot, provided 
the property has one continuous boundary. 
Berkshire Oil Company, supra. 


Mutual Investment Company. Current 
net earnings of a mutual investment com- 
pany paid in redemption of special stock 
at the request of stockholders, are dividends 
includible in the amount of dividends paid 
for the purpose of the basic surtax credit under 
Code Section 27(b), New York Stocks, Inc. 
v. Commissioner [47-2 ustc J 9380] CCA-2, 
November 5, 1947; reversing [CCH Dec. 
15,603] 8 TC 322. 


Publication of Tax Refunds. Refunds of 
more than $20,000 will no longer be published 
by the Bureau of Internal Revenue. In 
individual cases, however, they will con- 
tinue to be reported annually by the House 
Expenditures Committee when they exceed 
$500. Executive Order 9906 and T.D. 5591. 


Tax Briefs 








Income Received by Mistake. Money 
received by reason of an honest mistake, and 
consequently returned, is not taxable be- 
cause the taxpayer got no benefit thereby. 
Don Gargaro v. U. S. [47-2 ustc J 9377], 
Ct. Cls., November 3, 1947. 


New Jersey Franchise Tax. The New 
Jersey franchise tax for fiscal year corpora- 
tions accrues on January 1, when its privi- 
lege year commences. Letter signed by 
Commissioner George J. Schoeneman, Oc- 
tober 9, 1947. ’ 


Corporation’s Payment of Stockholder’s 
Debt Equivalent to Dividend. When a 
corporation pays a stockholder’s personal 
debt, such payment is equivalent to a tax- 
able dividend. Wall v. U. S. [47-2 ustc 
7 9395], CCA-4, November 10, 1947. 


Lessee Development Costs. Drilling and 
development costs by an oil lessee are 
capital investments and not currently deductible 
items where these expenditures are part of 
the cost of the acquired lease. Berkshire 
Oil Company, supra. 


Family Partnership. A husband is not 
liable for the income of a partnership when 
he transfers his entire interest to his wife 
prior to the tax year. Simmons v. Commis- 
sioner [47-2 ustc J 9381], CCA-5, November 
4, 1947; modifying [CCH Dec. 15,338(M)] 
TC memo. op. 


Estate Income. Income of an estate 
used by executors to pay claims is not 
taxable to the beneficiary as the latter’s 
income. Marie B. Hirsch [CCH Dec. 16,124], 
9 TC —, No. 119. 


Purchase Price of Liquor License. Price 
paid for a liquor license is a capital invest- 
ment and not a deductible expense. I.T. 
3873. 


Interest Paid by Beneficiaries of Estate. 
Interest charges on an estate tax deficiency 
paid by the recipient of these assets, are 
deductible by him for his income tax 
purposes. I.T. 3872. 


Transportation to Office Not Deductible 
by Paralytic. A paralyzed taxpayer for 
whom costly transportation between his 
home and office is essential, if he is to have 
taxable earnings, cannot deduct such dis- 
bursements as business expenses. John C. 
Bruton [CCH Dec. 16,122], 9 TC —, No. 117. 


Short Form Reporting of Taxes. An 
employee who reports his income for tax 
purposes on the short form may not deduct 
union dues, work clothes expense and car- 
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fare in computing “adjusted gross income.” 
Charles E. Cashman [CCH Dec. 16,094], 
9 TC —, No. 103. 


Partner’s Insurance Proceeds. The pro- 
ceeds of reciprocal insurance on a partner’s 
life are includible in his gross estate except 
when the insurance taken out by the survivor 
is under an agreement to purchase the 
decedent’s partnership interest at death. 
Letter dated November 24, 1947, signed by 
Deputy Commissioner D. S, Bliss. 


Change in Depreciation Rate. Lower de- 
preciation rates in the war years to give 
effect to greater enforced useful life of 
machines as compared with larger ones dur- 
ing the prewar period (1936 to 1939), is not 
such an inconsistent treatment of this item 
as to warrant an adjustment in arriving at 
excess profits taxes under Code Section 734, 
because the depreciation rates were cor- 
rect for the various years concerned. Rose- 
mary Manufacturing Company [CCH Dec. 
16,113], 9 TC —, No. 113. 





Forgiveness of Debt. The forgiveness of 
a debt arising out of operating losses by an 
affiliated corporation when filing a consoli- 
dated income tax return, is not a proper 
addition to invested capital in computing 
an excess profits credit. The basis of the 
creditor for gain or loss on the indebtedness 
must be reduced by the amount of the 
losses of the debtor. Doylestown and Easton 
Motor Coach Company [CCH Dec. 16,112], 
9 TC —, No, 112. 


Long-Term Debentures Capital, Not In- 
debtedness. A ninety-nine-year debenture 
represents invested rather than borrowed 
capital in determining equity invested capital 
for excess profits taxes, with the added con- 
sequence that interest deductions on the 
debentures are disallowed. Sweby Corpora- 
tion [CCH Dec. 16,123], 9 TC —, No. 118. 

Abnormal Deductions (Section 711). Pen- 
sion costs in 1938 are restorable in their en- 
tirety to base. period income as abnormalities 
in kind for the computation of a corporation’s 
earnings credit when such expenditures have 
never before been incurred. However, indenti- 
cal deductions in character for 1939 are 
abnormal only in amount and not in kind, 
and are therefore restorable to the extent 
that they exceed 125 per cent of the average 
of those expenditures of the four previous 
taxable years. Frank Shepard Company 


[CCH Dec. 16,126], 9 TC —, No. 121. 


$e 





Compromise Bad Debt Deduction (Sec- 
tion 711). An unusual compromise bad debt 
deduction in the base period (1936 to 1939) 
resulting from the construction of a build- 
ing, when it is not usual trade bad debt, 
is an abnormal deduction in kind and not 
in quantity. It may, therefore, be restored 
in its entirety to arrive at a corporation’s 
earnings credit for excess profits tax pur- 
poses. Kansas City Structural Steel Company 
[CCH Dec. 16,128], 9 TC—, No. 123. 


Tax-Free Exclusions. For years after 1942, 
the value of beneficiaries’ interest in trust 
income is arrived at by deducting from 
principal each year amounts which trustees 
could but did not necessarily distribute to 
them in determining the tax-free annual 
$3,090 exclusion. William Harry Kniep [CCH 
Dec. 16,130], 9 TC —, No. 124. 


Surviving Spouse’s Economic Interest in 
Marital Community Property. Where a 
surviving spouse rendered joint regular 
service in a store with the decedent, though 
the survivor received no compensation therefor, 
some of this community property is attri- 
butable to the survivor’s personal services and 
is not includible in the decedent’s estate 
E.T. 20. 


Property in the name of the decedent’s 
wife at the time of his death is community 
property and is includible in his gross 
estate in the absence of proof that the 
property was acquired through her own 
resources. Estate of George Kingdon [CCH 
Dec. 16,111], 9 TC —, No. 111. 


Dissipated Gifts. Entire gifts made by a 
decedent, if they are includible in his gross 
estate because they were made in contem- 
plation of death, are valued as if they were 
as of the time of death, even though part 
of the amount has been dissipated in the 
interim. Estate of Albert Patierson Hum- 
phrey v. Commissioner [47-2 ustc § 10,565], 
162 F. (2d) 1; certiorari denied by United 
States Supreme Court. 


Use of Principal in Case of Accident or 
Illness. The power of a grantor-co-trustee 
to use trust principal for the benefit of any 
beneficiary in case of accident or illness 
does not give the grantor the kind of con- 
trol which would make the trust principal 
includible in his estate. Estate of John A. 
Lucey [CCH Dec. 16,107(M)], 6 TC memo. op. 
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Books ... 


Enterprise, Limited and Unlimited 


The Limitist. F. I. Raymond. W. W. 
Norton & Company, Inc., New York. 1947. 
166 pages. $2. 

Planned Chaos. Ludwig von Mises. 
Foundation for Economic Education, Inc., 
Irvington-on-Hudson, New York. 1947. 90 
pages. $1.75. 


To the problem of achieving a just dis- 
tribution of property and business oppor- 
tunity, F. I. Raymond, a Chicago inventor 
and manfacturer, brings an economic phil- 
osophy which, he claims, coheres to the 
principles of capitalism but rectifies the sins 
committed in the name of capitalism. The. 
only fault he finds in the capitalistic system 
is its failure to operate according to the 
theory on which it rests, that is, the constant 
redistribution of wealth. A small business 
can no longer choose to confine its expan- 
sion and yet retain its markets. It must 
either wax larger—and more complex—or 
give up the ghost. 


Mr. Raymond would not, however, employ 
the usual instruments of regulatory bureaus 
or taxation to control unwarranted concen- 
tration of wealth. The first method he 
rejects as un-American; big business is com- 
paratively unaffected because it can afford 
expensive legal departments to guide it 
safely through the maze of rulings, reports 
and applications. His opposition to econo- 
mists who, like Randolph Paul, favor tax- 
ation for other than revenue purposes is 
even more emphatic. 


The graduated income tax, Mr. Raymond 
asserts, has no efficacy to redistribute exist- 
ing accumulations of wealth—in fact, it 
frequently facilitates accumulations through 
lower rates on profits left in the corporation 
for reinvestment. Inheritance and gift taxes 
encourage wealthy individuals to establish 
charitable foundations without relinquishing 
managerial powers. Chain store taxes, he 
admits, may serve to check the size of cor- 
porations, and a graduated sales tax based 
on the volume of sales might provide a 
measure of control. (He does not indicate the 


Books .. . Articles 





. . Articles 





probability that the latter tax would be passed 
on to the consumer by the manufacturer.) 

As the most effective weapon to combat 
overconcentration of wealth, Mr. Raymond 
submits “limitism,’” which he defines as a 
system of precise legal limits on business 
activities. These limits could be applied in 
various ways: a corporation could be limited 
as to the number of places where it could 
transact business, as to the number of its 
employees, or as to the amount of merchan- 
dise sold in any one year. The advantage 
of limitism would be simplicity of adminis- 
tration and freedom of action—within their 
spheres—for companies of small or moderate 
size. If circumstances demanded it, limitism 
could be combined with regulation and taxat’‘on. 

A recent profile‘of Mr. Raymond in For 
tune (October, 1947) described his reaction 
to a newspaper review dismissing his book 
with a recommendation that the author 
enroll in undergraduate courses in economics 
and English. Far from taking offense, Ray 
mond invited the critic to luncheon. 

While the author of The Limitist declares 
himself the champion of a modified capital- 
ism, Ludwig von Mises would not hesitate 
to place him among the “interventionists” 
—those who attempt to travel a precarious 
path between capitalism and socialism in 
advocating some governmental restriction 
—Professor Mises would call it “interfer- 
ence”—of private ownership. Planned Chaos, 
in the tradition of books such as Friedrich 
von Hayek’s The Road to Serfdom and 
Henry Hazlitt’s Economics in One Lesson 
(the latter of which acknowledges a heavy 
debt to Professor Mises), is an archcapital- 
ist’s explanation of why marriage of capi- 
talistic and socialistic principles can end 
only in dictatorship. : 

The following passage is fairly represent 
ative of the author’s position: 

“In the eyes of interventionists the mere 
existence of profits is objectionable. They 
speak of profit without dealing with its 
corollary, loss. They do not comprehend 
that profit and loss are the instruments by 
means of which the consumers keep a tight 
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rein on all entrepreneurial activities. It is 
profit and loss that make the consumers 
supreme in the direction of business. It is 
absurd to contrast production for profit and 
production for use. On the unhampered 
market a man can earn profits only by sup- 
plying the consumers in the best and cheap- 
est way with the goods they want to use. 
Profit and loss withdraw the material fac- 
tors of production from the hands of the 
inefficient and place them in the hands of 
the more efficient. It is their social function 
to make a man the more influential in the 
conduct of business the better he succeeds 
in producing commodities for which people 
scramble. The consumers suffer, when the 
laws of the country prevent the most effi- 
cient entrepreneurs from expanding the 
sphere of their activities. What made some 
enterprises develop into ‘big business’ was 
precisely their success in filling best the 
demand of the masses.” 

As Professor Mises’ purpose is to sound 
a warning of the disaster which he be- 
lieves to be the inevitable consequence of 
governmental controls, he could not be ex- 
pected to outline in further detail his con- 
ception of a sound economic program. He 
proposes to halt the trend toward “socialism 
and despotism’”—words used synonymously 
—with nothing more concrete than “com- 
mon sense and moral courage.” 


Tax Man's Tool 


1948 Master Tax Guide. Commerce Clear- 
ing House, Inc., 214 North Michigan Avenue, 
Chicago 1, Illinois. 1947. 384 pages. $3. 

The title of the 1948 Master TAx GUIDE 
is definitive of the function to which every 
tax. man worthy of the name has found this 
book admirably adapted for the past thirty- 
four years. A guide to what? A guide to 
finding United States income tax law, a 
guide to understanding the law and a guide 
to the application of the law. It is a favor- 
ite with tax men everywhere because it is 
written for their use, and not for bookstore 
or newsstand sale. The book explains the 
federal income, estate and gift tax sections 
of the Code, with particular emphasis on 
the income tax. The GuImDE is up to date 
for preparing final returns of tax on 1947 
income and estimates of 1948 tax. It is 
also useful in formulating 1948 tax policies, 
subject, of course, to 1948 changes in law, 
regulations and court decisions. 


Short-Lived Community Property Law 


“Community Property in Pennsylvania.” 
William H. Dodd. Dickinson Law Review, 
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Dickinson School of Law, Carlisle, Pennsyl- 
vania. October, 1947. 


“The Pennsylvania Community Property 


Statute: Its Federal Income, Gift and 
Estate Tax Implications.” Edward N. Pol- 
isher. Ibid. 


In view of the decision of the Pennsyl- 
vania Supreme Court on November 26, in 
Willcox v. Penn Mutual Life Insurance Com- 
pany, which declared the state’s brand-new 
community property law unconstitutional, 
these two articles are of some interest. Mr. 
Dodd examines the statute to “determine 

. the characteristics of community prop- 
erty as a new species of co-ownership,” 
while Mr. Polisher considers its tax sig- 
nificance. Although Pennsylvania was pre- 
mature in nullifying its law before the advent 
of federal community property legislation, 
its action may be indicative of what will 
happen in other common-law states which 
have adopted the community system. 


Federal Tax Developments 


“Significant Developments in the Law of 
Federal Taxation, 1941-1947.” Paul G. 
Kauper. Michigan Law Review, University 
of Michigan, Ann Arbor, Michigan. April- 
May, 1947, 

Professor Kauper, of the University of 
Michigan Law School, presents a compre- 
hensive survey of the important changes in 
the federal tax system during a crucial pe- 
riod in its history. The major topics under 
which his material is organized are the 
estate tax, the gift tax, the income taxes and 
the role of the United States Tax Court. 


Savings for Insurers 


“The Income Tax Factor in Loss Adjust- 
ment.” Otto O. Marquardt. Insurance Law 
Journal, Commerce Clearing House, Inc., 
Chicago 1, Illinois. November, 1947. 


Too many insurance companies “unwit- 
tingly pay more to compensate for lost 
earnings than the actual loss which the 
claimant sustains.” This article points to a 
novel, but neglected, measure of economy 
for insurers—the use of the exclusions from 
gross income under Code Section 22(b), 
which exempts from taxation amounts re- 
ceived for damages on account of personal 
injuries, in calculating benefits payable to 
claimants. The company need not base its 
payments to a claimant on his gross earning, 
but only on what would be left of his earn- 
ings after the proper amount of tax had 
been withheld. 
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by Lewis Gluick, C. P.A. 


Talking Shop 





URING THE WAR YEARS, with lush 

cash and rigid restrictions on credit, bad 
debts were a minor deduction. Bankruptcy 
and its tax implications were forgotten. 
That is all over now. We hear that sales of 
CCH’s BANKruptcy LAw REPORTS are mount- 
ing. At the end of October, the Los Angeles 
CPA’s heard an excellent address by 
Federal Referee Benno Brink. We wish 
we could persuade him to write an article 
for us. Points he stressed were: 


(1) The part of accountants in keeping 
their clients square with all tax collectors. 
before bankruptcy. 


(2) The appalling abuse of taxes with- 
held, by the withholder, in utter disregard 
of their being trust funds. 


Bright Boys 


The son of Abe Globman [CCH Dec. 
16,059(M)] was such a keen businessman 
that, at the age of eighteen, he took charge 
while his parents were abroad. At twenty- 
three he really was running things in a 
modern and successful way. Globman also 
had a daughter, who married, one Greene 
and Greene succeeded to his father-in-law’s 
place in another business, also successful. 


California farmers are successful. If they 
did not make money, they would not have 
tax cases. The Milanis not only had a tax 
case, but also won it [CCH Dec. 16,062(M)]. 
So did C. A. Hawkins [CCH Dec. 16,068(M)], 
whose Fresno fig trees depreciated at the 
rate of four per cent per annum. 


A Small Sermon 


There is a small, but powerful, sermon 
in the case of Crown Smelting Company 
[CCH Dec. 16,076(M)]. The taxpayer’s 
allegations seemed reasonable, but Judge 
Murdock found the evidence—and we quote 
—“srossly inadequate”! For years, we have 
preached to clients and students, and to 
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you readers, that the easiest way to avoid 
litigation in the first place, and to win 
it in the second place, is to keep good 
records—not merely books of accounts, but 
a minute book. . 


On the other hand, the East Penn Trans- 
portation Company [CCH Dec. 16,077(M)] 
kept records that were okay for the Public 
Utility Commission, but not for federal 
tax purposes. That condition is another 
favorite string on our harp. It isn’t fair. 
If a taxpayer complies with the rules of 
a legally constituted authority, the Com- 
missioner should be required to assent. 


Teachers 


(But anybody else may read 
this !) 

In a recent conversation with 
a publisher’s representative we 
pointed out to him what seems 
to us to be a flaw in an other- 
wise excellent text. Even an 
elementary acounting text must 
give recognition to taxation and TEACHER 
to accounting for taxation purposes (some 
boks don’t). This publisher’s text contained 
appropriate problems, but the rates given 
were for 1945. The Shoptalker said: 


“Anytime you print rates, you date the 
book and confuse the student. If the latter 
lacks a tax table, the instructor should 
not; and the instructor should dictate the 
current rates when he assigns the problem.” 

The representative replied: 

“Unfortunately all too few instructors 
are industrious enough to take the trouble 
of working the problems before assigning 
them to students. We feel that we have 


to put in a tax rate to satisfy that type 
of instructor.” 


That really “gets” the Shoptalker. Who 


is supposed to be satisfied—the instructor 
or the student? No wonder the GI’s are 
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complaining so loudly about the inadequate 
instruction many of them are receiving. 
True, there is a dearth of experienced in- 
structors, just as there is a lack of good 
housing; both arise from the same cause. 
Just as too many people have to live under 
one roof, so do some instructors have to 
teach too many pupils in too many classes. 
Yes, the instructor must have a “key” to 
the text, but it’s a pretty sad instructor 
who can’t find time to work out a tax 
problem at current rates when the whole 
text contains only a half-dozen such problems. 


All of which was pointed up a couple 
of days later by an article in the October 
Accounting Review. F. L. Cox made an 
analysis of the law questions on CPA ex- 
aminations from May, 1937, through May, 
1947, dividing the law into twenty-three 
fields. Federal taxation stood fifth in num- 
ber, and that was after putting social se- 
curity in a separate field. We have heard 
some practitioners say that not enough 
emphasis is given to taxation on the ex- 
aminations. Maybe there should be more, 
but there certainly is enough to justify 
text publishers in keeping the text prac- 
tical. Loose-leaf format would help. 


On Wisconsin! 


Before this gets in print we may have 
a new tax bill. But we doubt it. We 
hereby propose a change in the federal law. 
Wisconsin led the way in income taxation, 
having had a state statute in effect before 


the Sixteenth Amendment. We have liked 
Wisconsin’s treatment of exemptions since 
it first came to our attention. 


Some people object to raising exemptions 
because they think it gives disproportionate 


benefit to the very rich. 
case of John Doe, a $2,080-a-year clerk, 
and Mr. G. O. Getter, a salesman who 
earns $12,000, both bachelors. At present 
Doe would pay, per table, $262. Mr. Getter 
would pay $2,869. 

Now let us assume the individual ex- 
emptions are raised to $1,000, the rates 
remaining the same. Doe would pay $167. 
Getter would pay $2,688.50. All of Doe’s 
savings are nineteen per cent. Getter saves 
36.1 per cent. 


Let us take the 


The Wisconsin scheme, applied to federal 
rates, would work this way. An exemption 
in dollars of tax is computed in the lowest 
bracket. Thus, the equivalent of a $500 
exemption would be $95; for $1,000, $190. 
So if exemptions are raised, Doe and Getter 
would benefit by the same amount. Doe’s 
new tax would be $167; Getter’s, $2,774. 


But we favor rate reduction, too. 


How Long Is Enough? 


On page 98 of the February, 1946 issue 
of this magazine appeared an article en- 
titled “How Long Do You Keep Your Tax 
Records?” The case of Paulosky Estate 
[CCH Dec. 16,116(M)] points up that ar- 
ticle. The taxpayer lost some records. 
After thirteen years’ acquiesence by the 
Commissioner in depreciation taken, the 
Commissioner was sustained, nevertheless, 
in claiming excessive depreciation. 


More Elementary Matter for Watson 


The late Homer Pace, who used to pub- 
lish the now defunct American Accountant, 
said: “If you have something to say, don’t 
apologize for saying it.” Nevertheless, we 
want to tell you why we are running this 
elementary material. Most of our current 
crop of tax students are public accountants. 
A few are older, both in years and in 
experience, than the Shoptalker. Discus- 
sion of some “tax” questions indicates that 
they are not tax problems at all. The 
difficulty is in getting the facts rather 
than in interpreting them tax-wise. If prac- 
ticing accountants are puzzled at times, 
others must need help, too. So here goes. 


Since 1948 forms are not yet out, all 
references are to the 1947 Form 1120. 


Regulations 111 are perfectly clear on 
the subject of bookkeeping. Section 41-3 
says. “Each taxpayer must maintain 
such accounting records as will enable him 
to make a return of his true income.” But 
the Commissioner means taxable income. 

Laying out the books, especially the 
general ledger, in accordance with Form 
1120 is a big help. Certain income and 
expense items are specifically mentioned in 
the Code, and separate lines and/or sched- 
ules are provided for each of them. Com- 
mon sense dictates a separate ledger account 
for each of these items. 


It is also highly desirable to include in 
the regular financial audit report rendered 
to the client a reconciliation of true income 
with taxable income. True, this is done 
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in Schedule M, but this schedule is fre- 
quently incomprehensible to the layman. 
The act of preparing a simple reconciliation 
can benefit the auditor in that (a) he has 
a check gn his own work and (b) he in- 
creases his client’s good will. 


If you want to give your juniors some 
good practice in preparing Schedule M, 
ask them to try to solve problem 6 of 
Chapter 19 in George Altman’s text (CCH 
FEDERAL TAx Course). Keep the solution 
locked up, and be sure you can explain it. 
(See “How To Tie in a Corporation’s Tax 
Return,” TAxEs— The Tax Magazine, Feb- 
ruary, 1947, page 135.) 


Item 1 of Schedule M calls for “dis- 
tributions charged to earned surplus.” It 
is unfortunate that the “earned” is not 
italicized on the form. Distributions out 
of capital surplus do not belong in this 
space. No specific space is provided for 
them. If any have been made, note them on 
a rider referring to item 15 of Schedule L. 


One should be very careful with items 
14 and 22, “Sundry debits and credits to 
earned surplus.” Many good accountants 
still adhere to the theory that corrections 
and adjustments of prior years must be 
carried to surplus. There is room for de- 
bate from an accounting angle. From a 
tax angle, adherence to the theory may 
lead to unpleasant results. Fail to take a 
proper deduction in 1947. Discover it in 
1948. Put it through surplus, and it is 
likely to be lost; no tax benefit is ever 
derived. Similarly, income may not be re- 
ported until a revenue agent embarasses 
the accountant by finding it. Therefore, 
either keep a separate surplus adjustment 
account or analyze all current entries in 
the surplus account, with constant alertness 
for tax angles. Bases for amended returns, 
claims for refunds or avoidance of penalties 
may result from this. 


The Shoptalker is not alone in his dis- 
tress at the number of realty contracts 
which fail to state the separate values of 
land and buildings. Layers should be more 
aware of the fact that one is, and one 
is not, subject to depreciation. It is well, 
therefore, to analyze realty transactions 
before the end of the taxable year, giving 
time to have contracts amended (by com- 
petent appraisal, if necessary) before the 
deadline, thus obviating need for requesting 
extension of time and tentative returns. 


It is also imperative that the author- 
ization and reasonableness of officers’ com- 
pensation be considered before making the 
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return. Schedule F is examined with just 
as much care as Schedule J, and rich lodes 
are sometimes discovered by revenue agents. 
In closed corporations, the failure to write 
up the minute book is often a fatal error. 
This is strictly a lawyer’s job. Too many 
people, seeking to save a fee, ultimately 
pay both a fee and a fine. 


Tax-wise inventories should cause no 
trouble. If accurately taken and valued 
for fiscal (e.g., SEC) purposes, they are, 
with rare exceptions, accurate and defensi- 
ble for tax purposes. LIFO must be 
handled with kid gloves. 


Shoptalker’s Experience 


In the Shoptalker’s experience, Schedule 
E is usually left a blank. But when 
dividend income is encountered, much 
avoidable trouble is frequently met. Despite 
the intrinsic economic and legal diffierences 
of interest and dividends, not to speak 
of the difference in taxability to a cor- 
poration, many bookkeepers keep a single 
account for income from investments. 
Separate accounts should be kept for divi- 
dends from domestic corporations, foreign 
corporations and subsidiaries, the interest 
on which is, respectively, fully taxable, 
partly taxable and exempt. 


Worse still, in analyzing such an account 
the Shoptalker has found dividends from 
life insurance policies not yet paid up. 


It is uncommon for corporations to have 
savings bank accounts, but while on the 
subject of dividends, let us consider them. 
New York savings banks quite regularly 
refer to thier interest distribution as “divi- 
dends.” Don’t let them fool you. It is 
fully taxable interest. 


We are once more running into bank- 
ruptcy, after long years of few or no bad 
debts. So note this carefully, you young- 
sters. Dividends out of a bankrupt estate 
reduce the bad debt loss. They don’t go to 
Schedule E. 


As for liquidating dividends, we shall let 
someone who really knows something con- 
tribute an article about them.’ We said 
this was elementary, and we mean it. 


Another much abused—in the sense that it 
is ignored—schedule is H. Unfortunately, 
it contains only seven lines, while nowadays 
it is a rarely lucky corporation which does 
not pay more types of taxes. Here is 
just a partial list—and if you have to 
attach a rider, do so. It’s easy to prepare 


(Continued on page 86) 
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Poe v. Seaborn ' 


It is a romantic idyl that declares two can 
live as cheaply as one. But under a com- 
munity property law, romance may pay off 
in reality. If one spouse’s income may be 
reported equally by each spouse, the surtax 
bracket attained on separate returns will 
clearly be less than the higher bracket that 
unsplit income would attain; and here the 
whole is greater than the sum of its parts. 


This is not a tax dodge; at least, it wasn’t 
a dodge originally. Unusual actions are 
glibly explained in the vernacular of certain 
parts of the country as “It’s an old Spanish 
custom.” In the case of community prop- 
erty, however, this formula-explanation is 
correct. The states created out of the ter- 
ritory that had been Spanish quite under- 
standably continued many of the established 
practices. Under Spanish law, relations of 
husband and wife (for tax purposes, of 
course) are regarded as a species of partner- 
ship: the property of the conjugal com- 
munity belongs individually to each of the 
spouses by halves, as does income. This 
has been the law of Spain for some 1,400 
years. The state constitutions of many 
once Spanish territories expressly adopted 
this theory, although the drafters well realized 
that this system of jurisprudence differed 
from the common-law theory of property 
rights observed in other states. 


Under the laws of a community property 
state, such as California, whatever is earned 
by husband and by wife, as well as the prod- 
ucts of community property, becomes a part 
of the community. It is admitted that the 
wife contributes in every practical sense to 
her husband’s earnings, even though her 
actual work is confined to care of the chil- 
dren and conduct of the household. “And 
the truth and substance is that only one 
half of the income really belongs to the 


1[2 ustc f 611] 282 U. S. 101 (1930). 
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husband; the other half, in law and right 
and justice to the wife.” * 


No one will seriously quarrel with the 
statement that each state has a right to 
provide its own definition of property rights. 
But how does this tie in with the federal in- 
come tax, which presumably must apply with 
impartiality to the income of all persons 
covered by the federal statute? Can in- 
come “earned” by Mr. Spouse become by 
any man-made device the taxable income 
of Mrs. Spouse? 


Obviously this question was destined for 
the courts, and by 1930 the United States 
Supreme Court was tossed the problem. In 
the State of Washington, a community prop- 
erty law had been adopted virtually intact from 
the persons of Spanish stock who were its 
early settlers. Mr. and Mrs. Seaborn (here- 
inafter not referred to as H. G. and Charlotte) 
were citizens and residents of that state, where 
they filed separate federal income tax re- 
turns, upon which each reported half of Mr. 
Seaborn’s salary, interest on bank deposits 
and on bonds, dividends and profits on sales 
of real and personal property; each likewise 
deducted one half of the community ex- 
penses to arrive at the net income reported. 
The Commissioner of Internal Revenue re- 
jected this position, and asserted that Mr. 
Seaborn should have reported all of the in- 
come upon his own return. Seaborn dis- 
agreed, and it became a matter for the 
courts. 


The majority opinion, referring first to Sec- 
tions 210 and 211 of the Revenue Act of 1924, 
was read by Mr. Justice Roberts: 


“These sections lay a tax upon the net 
income of every individual. The Act goes 
no farther, and furnishes no other standard 
or definition of what constitutes an indi- 
vidual’s income. The use of the word ‘of’ 
denotes ownership. It would be a strained 





2 Robbins v. U. 8S. [1925 CCH { 7083], 5 F. (2d) 
690 (DC Calif., 1925). 
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construction, which, in the absence of fur- 
ther definition by Congress, should impute 
a broader significance to the phrase. 


“The Commissioner concedes that the 
answer to the question involved in the cause 
must be found in the provisions of the law 
of the State, as to a wife’s ownership of or 
interest in community property. What, then, 
is the law of Washington as to the owner- 
ship of community property and of com- 
munity income including the earnings of the 
husband’s and wife’s labor? 


“The answer is found in the statutes of 
the State, and the decisions interpreting 
them. 


“These statutes provide that, save for 
property acquired by gift, bequest, devise 
or inheritance, all property however acquired 
after marriage, either by husband or wife, 
or by both, is community property. On the 
death of either spouse his or her interest is 
subject to testamentary disposition, and fail- 
ing that, it passes to the issue of the dece- 
dent and not to the surviving spouse. While 
the husband has the management and con- 
trol of community personal property and 


like power of disposition thereof as of his: 


separate personal property, this power is 
subject to restrictions which are inconsistent 
with denial of the wife’s interest as co- 
owner. The wife may borrow for com- 


munity purposes and bind the community 


property. . Since the husband may not 
discharge his separate obligation out of com- 
munity property, she may, suing alone, en- 
join collection of his separate debt out of 
community property. ... She may prevent 
his making substantial gifts out of com- 
munity property without her consent. . 

The community property is not liable for 
the husband’s torts not committed in carry- 
ing on the business of the community. ... 


“Without extending this opinion it must 
suffice to say that it is clear the wife has, 
in Washington, a vested property right in 
the community property, equal with that of 
her husband; and in the income of the com- 
munity, including salaries or wages of either 
husband or wife, or both. ... 


“The taxpayer contends that if the test of 
taxability under Sections 210 and 211 is own- 
ership, it is clear that income of community 
property is owned by the community and 
that husband and wife have each a present 
vested one half interest therein. 


“The Commissioner contends, however, 
that we are here concerned not with mere 
names, nor even with mere technical legal 
titles; that calling the wife’s interest vested 


Tax Classics 


is nothing to the purpose, because the hus- 
band has such broad powers of control and 
alienation; that while the community lasts, 
he is essentially the owner of the whole 
community property, and ought to be con- 
sidered for the purposes of Sections 210 and 
211. He points out that as to personal prop- 
erty the husband may convey it, may make 
contracts effecting it, may do anything with 
it short of committing a fraud on his wife’s 
rights. And though the wife must join in 
any sale of real assets, he asserts that the 
same is true, by virtue of statutes, in most 
States which do not have the community 
system. He asserts that control without 
accountability is indistinguishable from owner- 
ship, and that since the husband has his, 
quoad community property and income, the 
income is that ‘of’ the husband under Sec- 
tions 210, 211 of the income tax law. 


“We think in view of the law of Wash- 
ington above stated this contention is un- 
sound. The community must act through 
an agent. ... 


“The reasons for conferring such sweep- 
ing powers of management on the husband 
are not far to seek. Public policy demands 
that in all ordinary circumstances, litigation 
between husband and wife during the life 
of the community should be discouraged. 
Law-suits between them would tend to sub- 
vert the marital relation. The same policy 
dictates that third parties who deal with the 
husband respecting community property 
shall be assured that the wife shall not be 
permitted to nullify his transactions. The 
powers of partners, or of trustees of a spend- 
thrift trust, furnish apt analogies. 


“The obligations of the husband as agent 
of the community are no less real because 
the policy of the State limits the wife’s right 
to call him to account ina court. Power is 
not synonymous with right. Nor is obliga- 
tion coterminous with legal remedy. The 
law’s investiture of the husband with broad 
powers, by no means negatives the wife’s 
present interest as co-owner. 


“We are of opinion that under the law 
of Washington the entire property and in- 
come of the community can no more be said 
to be that of the husband, than it could 
rightly be termed that of the wife. . . 


“Finally the argument is pressed upon us 
that the Commissioner’s ruling will work 
uniformity of incidence and operation of the 
tax in the various states, while the view 
urged by the taxpayer will make the tax 
fall unevenly upon married people. This 
argument cuts both ways. When it is re- 


81 





membered that a wife’s earnings are a part 
of the community property equally with her 
husband’s, it may well seem to those who 
live in states where a wife’s earnings are 
her own, that it would not tend to promote 
uniformity to tax the husband on her earn- 
ings as part of his income. The answer to 
such argument, however, is that the con- 
stitutional requirement of uniformity is not 
intrinsic, but geographic. ... And differ- 
ences of state law, which may bring a per- 
son within or without the category designated 
by Congress as taxable, may not be read 
into the Revenue Act to spell out a lack of 
uniformity. 


“The District Court was right in holding ° 


that the husband and wife were entitled to 
file separate returns, each treating one half 
of the community income as his or her respec- 
tive incomes, and its judgment is affirmed.” 


Thus, the community property theory had 
judicial sanction, not only for the purpose for 
which it was intended (that never had been 
questioned), but as a wide avenue by which 
to reduce personal income taxes. On the same 
day that the Washington law was upheld for 
federal income tax return purposes, the Su- 
preme Court’s blessing was _ successively 
given to the statutes of Arizona,* Texas,‘ 
and Louisiana.® An adverse decision had 
shown what was wrong with the California 
law insofar as splitting of income on federal 
returns was concerned (under the original 
California law, the wife had a mere ex- 
pectancy and not a genuine interest in com- 
munity property, and the husband’s control 
justified taxing all the income to him) ;* but 
the taxpayer’s defeat in this case taught the 
lesson of what California and other states 
would have to do to win their citizens a tax 
advantage. Thus, all the other states created 
from old Spanish-customed territories could 
have their peculiar property concept recognized 
for federal income tax purposes. But it 
did not stop there. You have never heard 
of the“dons” and “donnas” of Pennsylvania; 


3 Goodell v. Koch [2 ustc { 612], 282 U. S. 118 
(1930). 


* Hopkins v. Bacon [2 ustc { 613], 282 U. S. 122 
(1930). 


5 Bender v. Pfaff [2 ustc § 614], 282 U. S. 127 
(1930). 


®°U. 8. v. Robbins [1 ustc § 154], 269 U. S. 315 
(1926). 


but their descendants (by tax, if not by 
blood) have “re-enacted” the old property 
concept in the form of a Pennsylvania com- 
munity property law.” Arizona, California, 
Idaho, Louisiana, Michigan, Nebraska, Ne- 
vada, New Mexico, Oklahoma, Oregon, 
Texas and Washington now have community 
property systems. 


® 
Many a congressman has toyed with the 
idea of abolishing this community property 
tax break for federal income tax purposes; 
the taxpayers of his state otherwise are at toe 
great a tax disadvantage. But Poe v. Seaborn 


‘says that Congress cannot touch the system. 


“If the mountain will not go to Mohammed,” 
said that worthy, “then Mohammed will go 
to the mountain.” If the tax advantages of 
community property states cannot be lev- 
eled down to the stratum of the other states, 
then the tax treatment of married persons in 
other states could be leveled up to the com- 
munity property stratum; that is, if all 
married persons had the option of splitting 
their incomes for tax purposes, then the 
inequality of the community property sys- 
tem would be eliminated without running 
afoul of Poe v. Seaborn. The so-called Sur- 
rey Plan is bottomed on this premise. The 
New York Board of Trade has memoralized 
the Ways and Means Committee to this ef- 
fect, as have the Chamber of Commerce of 
the United States, the Committee for Eco- 
nomic Developement and the Committee on 
Postwar Tax Policy; and the Committee’s 
own advisory tax study group, under the 
chairmanship of Roswell Magill, has simi- 
larly reported. Now it is up to the Congress. 


This big tax break for wedded persons 
may give the institution of matrimony a tre- 
mendous impact; perhaps it already has 
given it, for the 1946 figure of marriages was 
44.1 percent in excess of the ten-year me- 
dian for 1937-1946. As was mentioned pre- 
viously, romance may pay off in reality, and 
Venus may become the goddess of tax- 
payers. If so, it should not be forgotten that 
Venus was born in the foam of a wave, and 
her Greek name of Aphrodite (from aphros, 
“foam”) is indicative of the fact that she 
was seaborn. 


™This was declared unconstitutional by the 
Pennsylvania Supreme Court on November 26, 
1947, in Willcox v. Penn Mutual Life Insurance 
Company. 
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Administrative ... 


APPELLATE AND LOWER COURTS 


Estate tax: Power to change enjoyment: 
“Slight” or “trivial” change.—In 1915, de- 
cedent transferred property in trust, provid- 
ing that the income should be accumulated 
until each of his children would reach the 
age of twenty-one years, after which they 
were to receive proportionate shares of in- 
come for life. A proportionate share in the 
remainder was payable to the executor of 
the estate of each child dying after coming 
of age. 
from time to time by an instrument in writ- 
ing signed by me to amend this trust instru- 
ment so that it will more clearly express my 
actual intentions if I shall consider such 
amendment advisable, as to which I shall be 
the sole judge.” Subsequent amendments 
purportedly made by decedent under the’ 
reserved power provided for disposition of 
the accumulated income and for powers of 
appointment in the children. It was held 
that if decedent’s reserved power amounted 
to a power to amend at all, it did not 
amount to more than a power to make only 
“slight” or “trivial” changes in the trust in- 
strument. The amendments actually made 
by decedent are considered to be of a clari- 
fying nature only, as far as the disposition 
of accumulated income is concerned, and to 
relate to form rather than substance, as far 
as the provision for powers of appointment 
is concerned. ‘Therefore, the transfer is 
not taxable as one subject to the reserva- 
tion of a power to alter, amend or revoke.— 
CCA-1. Philip H. Theopold, Executor, Plain- 
tiff, Appellant v. United States of America, 
Defendant, Appellee, 47-2 ustc { 10,586. 


Gift tax: Valuation of stock in close cor- 
poration: Investment activities considered. 
—Donor made gifts of stock in a close cor- 
poration in 1940 and 1941. Although both 
the corporation and a wholly owned sub- 
sidiary were principally engaged in manu- 
facturing, they held investment securities in 


Interpretations 


Decedent also reserved “the power. 


large amounts. It was held that the market 
value of the readily salable securities owned 
by the two companies constitutes a relevant 
factor having a bearing on the value of the 
gifts of stock. This factor, as well as net 
worth, earning power, dividend-paying ca- 
pacity, and other relevant factors, is to be 
considered in determining the amount of 
gift tax payable—CCA-2. Charles P. Schle- 
gel, Plaintiff, Appellant v. United States of 
America, Defendant, Appellee, 47-2 vustc 
1 10,580. 


Estate tax: Assignments of insurance: In- 
cidents of ownership: Transfers effective at 
death.—In 1919, decedent assigned the pro- 
ceeds of three limited payment life insur- 
ance policies and two endowment policies 
in trust for the benefit of his children. Sub- 
sequently, he changed the beneficiary on 
two of the life policies to the trustee, reserv- 
ing, however, the right to change the bene- 
ficiary again. He assigned the third life 
policy to the trustee, but expressly reserved 
a power of revocation. He also executed 
assignments of the two endowment policies 
in favor of the trustee, which assignments 
named the trustee as decedent’s lawful at- 
torney to collect all monies which should 
become due under the policies. Upon ma- 
turity of the endowments in 1937, decedent 
and the trustee directed the insurance com- 
pany to retain the proceeds and pay interest 
therefrom to decedent for his life, and pay 
the proceeds to the trustee. In 1931, dece- 
dent and the trustee joined in a suit asking 
the court to construe the original assign- 
ments in trust as permitting decedent to 
retain incidents of ownership. This suit 
was subsequently dismissed. Decedent died 
in 1943. It was held on the facts that dece- 
dent retained incidents of ownership in all 
of the policies, with the result that the pro- 
ceeds from the life policies are taxable un- 
der Code Section 811(g)(2). If the endow- 
ment proceeds, which might be considered 
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as investments rather than insurance monies, 
are not includible under Section 811(g) (2), 
they still are includible under Section 811 
(c) as the subject of transfers to take effect 
at death—CCA-4. Estate of Harvey Sew- 
ard, W. R. Seward, Executor, Petitioner v. 
Commissioner of Internal Revenue, Respond- 
ent, 47-2 ustc § 10,581. 


Estate tax: Contemplation of death: As- 
signment of insurance: Business hazards. 
—In 1935, decedent assigned policies of in- 
surance on his life to his wife. Thereafter, 
the premiums were paid by her. At the 
time of the assignment, decedent faced a 
critical period in his business affairs. His 
corporation had made commitments which 
necessitated the mortgaging of its assets, 
and the enterprise had entered a specula- 
tive phase. Decedent’s death occurred in 
1940. The Tax Court held the transfers 
taxable as made in contemplation of death, 
considering the similarity of insurance set- 
tlement provisions and the provisions of de- 
cedent’s will. However, the Circuit Court 
of Appeals overruled the Tax Court, and 
held that the dominating motive for the 
transfers was decedent’s desire to protect 
his family from the consequences attendant 
upon a possible business failure. There- 
fore, the transfers were not made in con- 
templation of death—CCA-6. Estate of 
Arthur D. Cronin, Irene E. Cronin, Executrix 
and Irene E. Cronin, Petitioners v. Commis- 
stoner of Internal Revenue, Respondent, 47-2 
ustc § 10,587. 


Valuation of realty: Effect of property tax 
assessment.—An undivided interest in real 
property is to be valued on the basis of its 


market value at the time of death. In mak- 
ing‘such appraisal, the assessor is not bound 
by the current annual valuation required by 
law to be made for the purpose of levying 
a tax on the real property; itself—CA of 
DC. George M. Fisher, in his own right and 
as Administrator of the Estate of Mary I. 
Fisher, John W. Fisher, and Thornton L. 
Fisher, in their own right, Petitioners v. Dis- 
trict of Columbia, Respondent, CCH INHERI- 
TANCE ESTATE AND Girt TAX REportTs §[ 16,184. 


Previously taxed property deduction: 
Coming into possession before death.—Al- 
though a beneficiary died within six months 
after the death of the testator, the bene- 
ficiary is considered to have come into pos- 
session and’ enjoyment of the property, 
which was subject merely to a statutory lien 
to secure the payment of the testator’s 
debts. Therefore, the deduction for previ- 
ously taxed property is not allowable.—Jbid. 


TAX COURT 


Gift tax: Cessation of donor’s control.— 
Petitioner and his wife decided to execute 
gifts in trust of an undivided community 
interest in an oil and gas lease for the bene- 
fit of their children. In the fall of 1942 
they discussed the terms of the trusts with 
their eldest daughter, who orally accepted 
the trusteeship just before leaving the state. 
In December, 1942, petitioner and his wife 
executed the trust instruments and assign- 
ments of interest and delivered them to 
their attorney, who mailed the assignments 
for recordation. The trustee returned and 
signed the trust instruments in August, 
1943. It was held that petitioner’s gifts in 
trust were completed in 1942 rather than 


1943.—G. C. Herrmann v. Commissioner, 
CCH Dec. 16,155. 


TAX COURT— 
MEMORANDUM OPINIONS 


Estate tax: Contemplation of death: Mo- 
tives connected with life—In 1935, decedent, 
at the age of seventy-five transferred shares 
of stock to her daughter and transferred 
other shares in trust for her grandchildren. 
At the same time, she transferred other 
property for charitable purposes and exe- 
cuted her will. Her death occurred in 1944. 
Where she made the transfers to relieve 
herself of the self-imposed obligation of pe- 
riodic contributions for the education of 
the grandchildren, to save income taxes, to 
save on gift taxes because of a prospective 
increase in rates, and to relieve herself of 
the responsibility of maintaining property 
for a charitable use, the transfers were not 
in contemplation of death.—Jane Torrance 
Baker and Horace F. Baker, Executors of the 
Estate of Mary R. D. Torrance, Deceased v. 
Commissioner, CCH Dec. 16,148(M). 


Estate tax: Contemplation of death: In- 
surance trust.—In 1937, decedent transferred 
insurance policies on his life in trust for the 
benefit of his wife, children, and a grand- 
child. On the same day, he executed a will, 
which was superseded by another will sub- 
sequently executed. The trustees were au- 
thorized to pay taxes on decedent’s estate. 
Provision was also made for an amount to 
be held for the payment of legacies in his 
first will, if his estate should be insufficient 
to pay them in full. However, the second 
will failed to contain any provision for the 
legacies in the prior will. A motive for the 
transfer was decedent’s desire to avoid es- 
tate taxes. He died in 1944, having paid all 
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premiums on the policies. It was held on 
the facts that the transfer was made in con- 
templation of death, and therefore the entire 
proceeds of the policies were includible in 
the gross estate. The court considered the 
integration of the will and trust with respect 
to the payment of the legacies, the author- 
ization given to the trustees to pay taxes 
on decedent’s estate, and his desire to avoid 
payment of estate taxes.—Estate of Barneth 
Satuloff, Thelma Satuloff, Bernard Satuloff 
and Stanley G. Falk, Executors v. Commis- 
sioner, CCH Dec. 16,147(M). 


STATE COURTS 


Income: Interstate public utilities—The 
fact that a railroad company operating 
partly within and partly without the state 
of Arkansas realizes greater net ton-mile 
revenues from that part of its system outside 
of Arkansas, does not justify disregard of 
the Arkansas statute fixing ratios of income 
and expenditure for purposes of taxation 
under Act 118 of 1929. Although the railroad 
company, in compliance with the Full Crew 
Law of Arkansas (Act 116 of 1907), incurred 
increased expenditures not common to other 
states in which the company operated, there 
is no justification for a corresponding dis- 
proportion of the unitary expense load in 
making computations for income tax pur- 
poses, since tracks in Arkansas are essential 
to the remainder of the system and there is 
no accurate way of determining how much 
the Arkansas trackage contributes to the 
railroad as a whole—Ark. Cook, Commis- 
sioner of Revenues v. Kansas City Southern 
Railway Company, CCH ARKANSAS TAX RE- 
PorTS §[ 1515. 


Income: Sales by foreign corporation.— 
Income derived from the retail sale of a 
manufactured article to customers in Colo- 
rado by a foreign corporation, is not subject 
to allocation as provided in Section 17, 


Chapter 175, Laws of 1937, if the sales orig-’ 


inated through orders taken by an agent 
of the corporation, subject to approval by 
the home office, for delivery to the customer 
from a warehouse or factory of the corpo- 
ration outside the state. The fact that the 
company keeps a branch office in Colorado 
is unimportant because the sales neither 
were originated nor consummated through 
the branch office—Colo. State ex rel. Cruse 
v. American Can Company. 


Lifetime transfer: Termination of trust 
upon death of survivor—An irrevocable 
trust created by decedent provided for dis- 
tribution of the income, in the discreticn 


Interpretations 


of the trustees, to decedent, her husband or 
daughter, and termination of the trust upon 
the death of the survivor of decedent and 
her husband, with transfer of the corpus to 
the daughter, if living, or to her issue, if 
she predeceased her mother and father. 
Decedent’s husband predeceased her. The 
transfer of the trust property, upon her 
death, was taxable as a transfer to take 
effect at death—Conn. Ellen G. Fabian, 
Administratrix, d. b. n., c. t. a., Estate of 
Elizabeth Y. Gallaudet v. Walter W. Walsh, 
Tax Commissioner, CCH INHERITANCE Es- 
TATE AND Girt Tax Reports f[ 16,183. 


Business license: Tax base including 
gross receipts from outside city.—The New 
Orleans occupation tax of a contractor op- 
erating on both a cost-plus and a fixed-fee 
basis inside and outside the city from its 
principal and only permanent place of busi- 
ness in the city, should be computed on the 
basis of entire gross receipts from the busi- 
ness, rather than gross receipts from work 
done only within the city. The fact that 
some of the construction work is performed 
outside the city does not make it a separate 
business or make the site of such jobs a 
separate place of business—La. City of 
New Orleans v. W. Horace Williams Com- 
pany. 


Lifetime transfer: Irrevocable trust.—De- 
cedent created four irrevocable trusts, one 
for each of four children, providing in each 
case for payment of the income to the bene- 
ficiary during decedent’s lifetime and termi- 
nation of the trust and transfer of the trust 
corpus to the beneficiary at decedent’s 
death. It was held that there was not such 
a transfer of interest at decedent’s death as to 
bring the trusts within the scope of the in- 
heritance tax law as a transfer to take effect 
at death—Minn. G. C. Chase, Administrator, 
c.t.a. of the Estate of Lena Bohn, deceased, 
Cora M. Chase, Ida L. Bushnell, Anna H. 
Martin and William B. Bohn, Appellants v. 
Commissioner of Taxation, Appellee, CCH In- 
HERITANCE ESTATE AND TAX Reports {| 16,186. 


Charitable exemption: Devise to build 
Masonic temple.—Decedent devised prop- 
erty to a trustee with directions to erect a 
building in Mexico, Missouri, to be used for 
Masonic purposes only. It was held that 
although the building to be erected was to 
be used for lodge meetings and teaching 
Masonry, the purpose of organizing the 
lodge was a charitable one, untainted by 
any incentive for private or corporate gain. 
The devise was further held limited to use 
within the state, even though the Masonic 
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bodies who would occupy the building gave 
monies to foreign charities. Therefore, the 
exemption accorded charitable transfers is 
applicable. In granting the exemption, the 
court points out that in Missouri a transfer 
need not be for a public charitable purpose 
to enable it to qualify for the charitable 
exemption.—Mo. In the Matter of the Es- 
tate of Daniel S. Burroughs, Deceased. John 
S. Denser, Executor and Trustee, Appellant v. 
State of Missouri, Respondent, CCH INHERIT- 
ANCE ESTATE AND GiFt Tax REPORTS § 16,188. 


Deduction of alimony due under ‘separa- 
tion agreement: Use of actuarial tables.— 
An amount which is computed according to 
actuarial tables as the liability of an estate 
for future payments required to be made 
under a judgment of divorce procured by 
the former wife of deceased, is an allowable 
deduction under the estate tax law.—N. Y. 
Estate of Adam Keith Luke, Jr. CCH In- 
HERITANCE EsTATE AND Girt TAx REPORTS 
{ 16,191. 


Transfer in contemplation of death: In- 
terest in church.—Decedent created an ir- 
revocable trust in 1934, naming seventeen 
beneficiaries, among them his wife and 
daughter, as life tenants and providing for 
the termination of the trust one year after 
December 31, 1975, when the principal was 
to be transferred to the Methodist Episcopal 
Church of Cadiz, Ohio. He was seventy- 





two years of age at the time of the creation 
of the trust and in excellent health. It was 
held that he was actuated by “generosity 
and kindness” in creating the trust, and that 
it was not a distribution of property in con- 
templation of death and was therefore not 
subject to inheritance tax—Ohio. In the 
Matter of the Estate of Thom A. Scott, De- 
ceased. Department of Taxation of the State 
of Ohio, Appellant v. Reichmann P. Knell and 
Jesse B. Martin, Co-executors and Trustees of 
the Estate of Thom A. Scott, Deceased, Appel- 
lees, CCH INHERITANCE ESTATE AND Girt Tax 
Reports J 16,193. 


Contemplation of death: Burden of proof. 
—There is no presumption that a transfer 
is made in contemplation of death where it 
is made more than two years prior to a de- 
cedent’s death. In such case the burden of 
proof is on the tax commission to prove 
that it was so made.—Ibid. 


Transfer to take effect at death: Immedi- 
ate transfer.—Decedent created an irrevoca- 
ble trust in 1934, naming certain persons as 
life beneficiaries and providing for the ter- 
mination of the trust one year after Decem- 
ber 31, 1975, at which time the trust property 
was to be transferred to a designated 
church. On the authority of Estate of 
Thompson, 147 O. S. 119, the transfer is not 
taxable as a gift to take effect at or after 
the donor’s death.—Ibid. 








TALKING SHOP—Continued from page 79 








if a separate ledger account is kept for 
each tax: 

City and county realty 

City and county personalty 

City license 

Auto license 

State franchise 

State sales 

City sales 

Federal old age benefit 

Federal unemployment 

State unemployment 

Foreign 

We'll endeavor to take up 1065 next month. 


CCH Marches On 


Early in 1938, Commerce Clearing House 
was advertising thus: 

“Twenty-five years attest its soundness. 
CCH FeperAL TAx Service, Silver Anni- 
versary Edition. The STANDARD FEDERAL 





Tax SERVICE leads in reporting promptly, 
fully and accurately the developments in 


the field of federal taxation for revenue. 
Tax men throughout the professional, busi- 
ness and official world depend on the STAND- 
ARD to keep constantly, correctly and completely 
informed on federal taxes—old and new.” 

As CCH starts its thirty-fifth year, the 
above statement is even more valid. The 
Shoptalker, in his twentieth year as such, 
takes off his hat to his big brother and sponsor. 


[The End] 


86 January, 19448 @e TAXES— The Tax Magazine 





State Tax Calendar 


ALABAMA 
February 1—— 


Automobile dealers’ report due. 
Corporation permit application due. 
Public utility inspection fees due. 


February 10—— 
Alcoholic beverage report of wholesalers 
and distributors due. 
Alcoholic beverage report and tax of 
public service licensees due. 
Automobile dealers’ report due. 


Tobacco stamp and use tax report and 
payment due. 


Tobacco wholesalers’ and jobbers’ report 
due. 


February 15—— 
Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 
Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 


Motor carriers’ mileage report and tax 
due. 


Oil and gas conservation tax report and 
payment due. 


Oil and gas production tax report and 
payment due. v 


February 20—— 


Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 


Jasper occupation tax return and payment 
due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax report and payment due. 


ARIZONA 
February 5—— 
Alcoholic beverages licensees’ report due. 


February 10—— 


Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 
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February 15—— 
Gross income report and payment due. 


February 20—— 


Motor carriers’ report amd tax due. 
Use fuel tax report and payment due. 


February 25—— 


Motor vehicle fuel distributors’, whole- 


salers’ and carriers’ report and payment 
due. 


ARKANSAS 
February 10—— 
Alcoholic beverages report due. 
Motor fuel carriers’ report due. 


Statement of purchases of natural re- 
sources. 


February 20—— 
Gross receipts tax report and payment 
due. 
‘Use fuel tax report and payment due. 


February 25—— 
Motor fuel tax report and payment due. 


Natural resources severance tax report 
and payment due. 


CALIFORNIA 
First Monday: 


Oil and gas production tax second in- 
stallment due (last day). 


February 15—— 


Beer and wine report and tax due. 

Common carriers’ report of alcoholic bev- 
erages imported due. 

Distilled spirits report and tax due. 

Personal income tax information return 
and remittance of amounts withheld 
due. 

Use fuel tax report and tax due. 


February 20—— 


Motor carriers’ gross receipts report and 
tax due. 


February 28—— 


Los Angeles gross receipts tax statement 
and tax due. 





COLORADO 
February 5—— 


Alcoholic beverage manufacturers’ report 
due. 


Motor carriers’ tax due. 


February 10—— 
Motor carriers’ report due. 


February 14—— 
Sales tax report and payment due. 
Use tax report and payment due. 


February 15—— 
Coal mine owners’ report due. 
Coal tonnage tax and report due. 
Income tax information return due. 


February 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


February 28—— 
Property tax first installment due. 


CONNECTICUT 


February 1 
Gasoline tax due. 


February 15—— 


Foreign and domestic corporations’ an- 
nual report and fee, to be filed with 
Secretary of State, due. 


Gasoline tax report due. 
Gasoline use tax report and payment due. 


February 20—— 


Alcoholic beverage tax return and pay- 
ment due. 


February 28—— 
Motor vehicle registration fee due. 


DELAWARE 
February 15—— 


Filling stations’ gasoline tax report due. 


Manufacturers and importers of alcoholic 
beverages report due. 


February 28 


Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 


DISTRICT OF COLUMBIA 


February 1 
Street railroad companies’ report due. 


February 10—— 


Licensed manufacturers, wholesalers or 
retailers of alcoholic beverages, report 
due. 


Licensed manufacturers and wholesalers 
of beer, report due. 


February 15—— 
Beer tax due. 


February 25—— 
Gasoline tax report and payment due, 


FLORIDA 
February 1 


Auto transportation companies’ 
and tax due. 


February 10—— 
Agents’ and wholesalers’ cigarette tax 
report due. 
Inventory tax on seasonal stores due. 


Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


February 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline tax report from nondistributors 
and carriers due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and ‘carriers’ alcoholic bev- 
erages report due. 


February 25—— 


Gasoline tax report, except from non- 
distributors and carriers, and payment 
due. 

Oil and gas production tax report and 
payment due. 


report 


GEORGIA 
February 10—— 


Cigar and cigarette wholesale 
report due. 


Distilled spirits wholesale dealers’ report 
due. 


Motor carriers’ report due. 


February 15—— 
Malt beverage tax report due. 


dealers’ 


February 20 
Gasoline tax report and payment due. 
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IDAHO 


February 15—— 


Beer dealers’, 
report due. 


Cigarette wholesalers’ drop shipment re- 
port due. 


Electric power companies’ report and tax 
due. 


Gasoline tax report and payment due. 
February 25—— 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


brewers’ and wholesalers’ 


ILLINOIS 


February 10—— 
Motor carriers’ mileage tax due. 


February 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ report and tax due. 
Sales tax report and payment due. 


February 20—— i 
Gasoline tax report and payment due. 


February 28—— 


Franchise tax statement due (last day). 
Gasoline transporters’ tax report due. 


INDIANA 
February 1 


Alcoholic vinous beverage tax due. 


February 10—— 


Cigarette distributors’ interstate business 
report due. 


February 15—— 


Alcoholic vinous beverage tax due. 

Cigarette distributors’ drop shipment re- 
port due. 

Fuel use tax report and payment due. 


February 20—— 
Bank and trust companies’ 
tax report due. 
Bank and trust companies’ 
report and payment due. 
Building and loan associations’ intangibles 
tax report and payment due. 


February 25—— 
Distributors’ and carriers’ 
report and payment due. 


Fuel dealers’ fuel use tax report and 
payment due. 


State Tax Calendar 


intangibles 


share tax 


gasoline tax 


February 28—— 
Motor vehicle registration fee due. 


IOWA 
February 1 


Coal mine report due. 


Freight line and equipment companies 
tax due. 


War veteran, religious, literary and chari- 
table associations’ statements of prop- 
erty claimed to be exempt from 
ad valorem taxation due (last day). 

February 10—— 

Carriers’ gasoline tax report and tax due. 

Class “A” permittees’ beer tax report 
and payment due. 

February 20—— 
Gasoline tax report and payment due. 


KANSAS 


February 1 
Motor vehicle registration fee due. 


February 10—— 
Malt beverage report due. 


February 15—— 


Carriers’ gasoline and fuel use tax report 
due. 


Compensating tax report and payment 
due. 


Motor carriers’ gross ton mileage tax 
report and payment due. 
February 20—— 
Sales tax report and payment due. 
Use fuel report and payment due. 
February 25—— 
Gasoline tax report and payment due. 





KENTUCKY 


February 1—— 


Income tax information return 
taxable distributions due. 


of non- 


February 10—— 


Amusement and entertainment report and 
tax due. 


Distilled liquors blenders’ and rectifiers’ 
tax payment due. 


Refiners’ and importers’ gasoline tax re- 
port due. 


February 15—— 
Alcoholic beverage report due. 
Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 


Public utilities’ gross receipts tax report 
and payment due. 


February 20—— 


Cigarette wholesalers’ report due. 


Oil production tax report and payment 
due. 


February 28—— 


Bank share tax payment due (last day). 


Dealers’ and transporters’ gasoline tax 
report and payment due. 


Property tax payment due (last day). 


LOUISIANA 
February 1 
Chain store tax report due. 
Domestic corporations’ report due. 


Public utility license and pipe-line trans- 
portation tax due. 


Tobacco wholesalers’ report due. 


February 6—— 


Motor vehicle registration fee due. 


Importers’ gasoline tax report due. 

Importers’ kerosene tax report and pay- 
ment due. 

Importers’ light wine and beer report due. 

Importers’ lubricating oils report due. 


February 15—— 


Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ light wine and beer report due. 
Carriers’ lubricating oils report due. 
Income tax information return due. 
Intoxicating liquor manufacturers’ 
dealers’ report due. 

Soft drink wholesalers’ report due. 
Tobacco wholesalers’ report due. 


and 


February 20—— 
Dealers’ gasoline tax report and payment 
due. 


Dealers’ kerosene tax report and payment 
due. 


Dealers’ lubricating oils tax and report 
due. 


Fuel use tax report and payment due. 

New Orleans sales and use tax report and 
payment due. 

Petroleum solvents report due. 


Sales and use tax report and payment 
due. 


Wholesale dealers’ light wine and beer 
tax report due. 


MAINE 
February 10—— 
Malt beverage manufacturers’ and whole- 


salers’ report due. 
February 15—— 
Use fuel tax report and payment due. 
February 28—— 
Gasoline tax report and payment due. 


MARYLAND 


February 10—— 


Admissions tax payment due. 
Beer tax report and payment due. 


February 15—— 
Income tax information return due. 
Sales and use tax report and payment due, 


February 28—— 


Gasoline tax report and payment due. 
Purchasers of cargo lots of motor fuel 
report due. 
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MASSACHUSETTS 


February 10—— 


Alcoholic beverage excise tax report and 
payment due. 


Meals excise tax report and payment due. 
Public service return due (last day). 


February 20—— 
Cigarette tax report and payment due. 


February 28—— 
Motor fuel tax report and payment due. 


MICHIGAN 
February 5—— 
Carriers’ gasoline statement due. 


February 10—— 


Common and contract carriers’ 
and fee due. 


report 


February 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 


February 20—— 
Diesel fuel users’ report and payment due. 


Distributors’ gasoline tax report and pay- 
ment due. 


Fuel sold for use on vessels tax due. 


Gas and oil severance tax report and 
payment due (last day). 


February 28—— 
Motor vehicle registration fee due. 


MINNESOTA 
February 1 


Annuity income tax and information re- 
turn due. 


Express, freight line, sleeping car and 
telephone companies’ return due. 


Property tax on airline flight equipment 
due (last day). 


Railroads’ leased freight car report due. 
Royalty tax report due. 


February 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
February 15—— 
Interstate motor carriers’ mileage tax due. 


Railroads’ semiannual gross earnings re- 
port due. 


State Tax Calendar 
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Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


Tractor fuel sellers’ report due. 


MISSISSIPPI 
February 1 


Property tax first semiannual installment 
due. 


February 5—— 
Factories’ report due. 


February 10—— 
Admissions tax report and payment due. 


February 15—— 

Carriers’ gasoline tax report and payment 
due. 

Manufacturers, distributors and whole- 
salers of tobacco report due. 

Retailers, wholesalers and distributors of 
light wine and beer report due. 

Sales tax report and payment due. 

Timber severance tax report and payment 
due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


February 20—— 


Gasoline distributors’, refiners’, and proc- 
essors’ report and payment due. 


February 25—— 
Oil severance tax and report due. 


February 28—— 


Foreign insurance companies’ premiums 
tax report and payment due. 

Quarterly installment of gross revenue 
tax on common and contract carriers 
of passengers due. 


Use fuel tax and report on fuel other 
than gasoline due. 
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MISSOURI 
February 1 
Personal property tax list in first class 
cities due. 
February 5—— 
Non-intoxicating beer permittees’ report 
due. 
February 10—— 


Oil inspection tax report and payment 
due. 


Receivers of petroleum products report 
due. 
February 15—— 


Alcoholic beverage sales report due. 
Kansas City property tax return due. 


February 25—— 


Use fuel tax report and payment due. 


February 28—— 
Gasoline distributors’ report and payment 
due. 


Soft drinks manufacturers’ 
payment due. 


report and 


MONTANA 
February 1 


Motor vehicle registration and fee due. 


Moving picture theatre 
and tax due. 


licenses issued 


February 15—— 
Brewers, wholesalers and transporters of 
beer report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 


February 20—— 


Producers, transporters, dealers and re- 
finers of crude petroleum report due. 


NEBRASKA 
February 1 
Motor vehicle registration and fee due. 
February 15—— 


Alcoholic beverage manufacturers’ 
wholesale distributors’ report due. 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


and 


NEVADA 
February 10—— 


Liquor report by out-of-state vendors 
due. 
February 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
February 25—— 


Dealers’ gasoline tax report and payment 
due. 


Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
February 10—— 

Manufacturers’ and wholesalers’ alcoholic 
beverage report due; wholesalers’ pay- 
ment due. 

February 15—— 
Use fuel tax report and payment due. 


February 28—— 
Motor fuel report and tax due. 


NEW JERSEY 
February 1 


Gross receipts tax report of public utilities 
using streets due. 


Property tax quarterly installment due. 


February 10—— 


Busses (interstate) report and ekcise tax 
due. 


Busses (municipal) gross receipts report 
and tax due. 


Jitneys (municipal) gross receipts report 
and tax due, 
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February 20—— 


Alcoholic beverage retail consumption 
and retail distribution licensees’ report 
and tax due. 


February 28—— 


Carriers’ gasoline tax report due. 
Distributors’ gasoline report and pay- 
ment due. 


NEW MEXICO 
February 1 


Mineral property report due. 


First Monday: 


Railroad, telegraph, telephone and trans- 
mission or pipe line companies’ property 
tax return due. 


February 15—— 
Occupational gross 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


income tax report 


February 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
February 25—— 


Gasoline tax report and payment due. 


Use or compensating report and payment 
due. " 


NEW YORK 
February 1 
State property tax semiannual install- 
ment due. 


February 15—— 


Foreign mutual fire insurance companies’ 
report and payment due. 


Information return and 
amounts withheld due. 

Transportation and transmission compa- 
nies’ additional tax and report due. 


February 20—— 
Alcoholic beverage tax and report due. 


February 25—— 
Conduit companies’ tax and report due. 


New York City public utility excise re- 
turn and payment due. 


February 28—— 


Gasoline tax report and payment due. 

Insurance companies’ premiums report 
and tax due. 

Water, gas, electric, etc., companies’ report 
and tax due. 
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NORTH CAROLINA 
February 10—— 


Carriers’ gasoline tax report and payment 
due. 


Distributors and bottlers of unfortified 
wines report and payment due. 
Railroads’ alcoholic beverage report due. 
February 15—— 


Sales tax report and payment due. 

Spirituous liquor tax due. 

Use tax report and payment due. 
February 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


NORTH DAKOTA 
February 10—— 
Cigarette distributors’ report due. 


February 15—— 


Beer tax report and payment due. 

Gasoline tax report and payment due. 

Interstate motor carriers’ tax due. 

Railroad and telephone companies’ prop- 
erty tax report due. 


February 25—— 
Use fuel tax report and payment due. 


February 28—— 


Bank and trust companies’ 
payment due (last day). 


income tax 


OHIO 
February 10—— 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage report due. 


February 15—— 
Cigarette use tax and report due. 





Dealers’ gasoline tax report due. 


February 28—— 


Carriers’ gasoline tax report due. 
Gasoline tax due. 


OKLAHOMA 
February 5—— 


Operators’ report of mines other than 
coal due. 


February 10—— 
Airports’ gross receipts report and tax 
due. 
Alcoholic beverage report and payment 
due. 
Cigarette wholesalers’, retailers’ and vend- 
ing machine owners’ report due. 


February 15—— 


Carriers’ mileage tax report and payment 
due. 

Dealers’, retailers’ and carriers’ gasoline 

. tax report due. 


Information 
due. 

Sales tax report and payment due. 

Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


February 20—— 


Carriers’ use fuel tax report due. 

Coal mine operators’ report due. 

Distributors’ gasoline tax report and pay- 
ment due. 

Rural electric cooperatives’ property tax 
return and tax due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


February 28—— 


Insurance companies’ premiums tax re- 
port and payment due. 

Oil, gas and mineral gross production 
report and payment due. 


return under income tax 


OREGON 


February 1 
Gift tax return and payment due. 
Utilities’ property tax return due. 
February 10—— 
Oil production tax report and payment 
due. 
February 15—— 
Income tax information return due. 
Property tax quarterly installment due. 
February 20—— 


Alcoholic beverage tax report and pay- 
ment due. 


Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


February 25—— 


Gasoline tax report and payment due. 


PENNSYLVANIA 


February 1 


Motor carriers’ gross receipts report and 
payment due. 


Public utilities’ tax report and payment 
due (last day). 
February 10—— 


Importers’ spirituous and vinous liquors 
report due. 


Malt beverage report due. 


February 15—— 

Bank share report due. 

Employers’ return of tax withheld at 
the source under the Philadelphia in- 
come tax due. 

Manufacturers’ alcoholic beverage tax 
report and payment due. 


February 28—— 


Employers’ annual information return 
under Philadelphia income tax law due. 
Gasoline tax report and payment due. 


RHODE ISLAND 
February 1 
Owners of ships used in foreign com- 
merce, report due. 
February 10—— 


Manufacturers’ alcoholic beverage report 
due. 


Unincorporated business tax report and 
payment due. 
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February 15—— 
Gasoline tax report and payment due. 


February 28—— 
Annual report of corporations due. 


SOUTH CAROLINA 


February 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 


February 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ report 
and additional tax due. 


Power tax return and payment due (last 
day). 


February 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 
Pawnbrokers’ property tax return due. 


Users of fuel oil tax return and payment 
due. 


February 28—— 


Corporation license tax report due (last 


day). 
Public utility franchise tax return due 
(last day). 


SOUTH DAKOTA 
February 1 


Motor carriers of passengers, tax due. 


February 10—— 


Interstate motor carriers’ report and tax 
due. 


February 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due, 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 


February 20—— 
Passenger mileage tax due. 


February 28—— 
Dealers’ gasoline tax report due. 
Foreign corporations’ report and fee due. 


TENNESSEE 
February 10—— 


Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


State Tax Calendar 


February 15—— 


Annual statistical report of mines due. 
Carriers of use fuel, report due. 
Users of fuel, report due. 


February 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Liquid carbonic acid gas tax due. 


Oil production tax report and payment 
due. 


Sales and use tax report and payment 
due. 


TEXAS 
February 15—— 
Oleomargarine dealers’ report and tax 
due. 
February 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
February 25 


Carbon black production tax report and 
payment due. 


Cement distributors’ tax report and pay- 
ment due. 


Natural gas production tax report and 
payment due. 


Prizes and awards of theatres, tax report 
and payment due. 


February 28—— 


Oil production tax report and payment 
due. 
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UTAH 
Second Monday: 


Public utility property tax return due. 


February 10—— 
Carriers’ use fuel tax report due 
Liquor licensees’ report due. 
Mining occupation tax return due. 
Mining property tax return due. 


February 15—— 
Income tax information return due. 
Use fuel tax report and payment due. 


February 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


February 28—— 
Motor vehicle registration fees due. 


VERMONT 
February 10—— 


Alcoholic beverage tax report and pay- 
ment due. 


February 15—— 
Electric light and power companies’ re- 
port and tax due. 
Income tax information return due. 


February 28—— 
Gasoline tax report and payment due. 
Insurance companies’ premiums tax re- 
turn and payment due, 


VIRGINIA 
February 1 
Bank share tax report due. 


February 10—— 
Beer dealers’, bottlers’ 
turers’ report due. 


February 15—— 
Information at the source return by 
corporations and partnerships due. 


February 20—— 
Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 


and manufac- 


February 28 
Gasoline tax report and payment due. 


WASHINGTON 
February 10—— 
Brewers and manufacturers 
products, report due. 


of malt 


February 15—— 


Butter substitutes report and payment 
due 
Gift tax and return due. 
Public utilities’ property tax return due. 
Wholesalers’ cigarette drop shipment re- 
port due. 
February 20—— 


Use fuel tax report and payment due. 


February 25—— 


Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


WEST VIRGINIA 
February 10—— 
Alcoholic beverage tax report and pay- 
ment due, 
February 15—— 
Cigarette use tax report and payment due. 
Sales tax report and payment due. 


February 28—— 
Gasoline tax report and payment due. 


WISCONSIN 
February 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacturers’ 
report due. 
February 15—— 


Railroads’ and street railways’ 
annual gross receipts report due. 


February 20—— 
Gasoline tax report and payment due. 
February 28—— 


Personal property tax and real property 
tax (if paid in single installment) due. 


semi- 


WYOMING 


Second Monday: 
Mine products tax return due. 


February 10—— 
Carriers’ gasoline tax report due. 


February 15—— 


Dealers’ gasoline tax report due. 

Motor carriers’ tax and report due. 

Sales tax report and payment due. 

Use tax report and payment due. 

Wholesalers’ gasoline tax report and pay- 
ment due. 
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Federal Tax Calendar 


‘february 1 


Effective date of new withholding cer- 
tificates filed on or before previous 
December 1. 


Return due on claimed nontaxable or 
partly nontaxable corporate distribu- 
tions of preceding year. Forms 1096 
and 1099. 


Certificate of exemption from withhold- 
ing for interest on corporate obliga- 
tions issued prior to January 1, 1944, 


containing tax-free covenants. Form 
1000. 


February 10—— 

Employers who withheld more than $100 
in income tax from wages during the 
previous month pay amounts withheld 
to authorized depositary. Withheld 
taxes for December (being the last 


month of a quarter) may be paid 


directly to the collector without de- 
posit when filing Form W-1 (quarterly 
return) which is due on or before 
February 1. 


February 16—— 


Annual information returns of dividends, 
salaries, and other payments. Forms, 
1096, 1099, and 1099L. 

Return of information by banks and 
collecting agents of foreign items. 
Forms 1096, 1099. 

Return of information as to the actual 
ownership of income (dividends, etc.) 


where payee was not the actual owner. 
Form 1087. 


Return of information on distributions 
in liquidation. Forms 1096 and 1099L. 

Return of stamp account by brokers, 
dealers in securities, etc., due for pre- 
ceding month. Form 828. 


Due date, by general extension, of returns 
for year ending August 31 in the case 
of: (1) foreign partnerships; (2) for- 
eign corporations which maintain an 
office or place of business in the United 
States; (3) domestic corporations 
which transact their business and keep 
their records and books of accounts 
abroad; (4) domestic corporations 
whose principal income is from sources 
within the possessions of the United 
States; and (5) American citizens re- 
siding or traveling abroad, including 
persons in the military or naval service 
on duty outside the United States. 
Forms: (1), Form 1065; (2)-(4), Forms 
1120; (5), Form 1040. 


Due date, by general extension, of non- 
taxable returns for fiscal year ending 
September 30, in the case of fiduciaries 
for estates and trusts, but not returns 
of beneficiaries or other distributees of 
such estates or trusts. 


Monthly information return of stock- 
holders and of officers and directors of 
foreign personal holding companies due 
for January. Form 957. 


Due date for delivery to local collector of 
internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the preced- 
ing month, with statement showing 
stamps on hand at beginning and end 
of such month and stamps sold during 
that month. Payment also due for 
proceeds of sales of stamps sold during 
preceding month. 


March 1 


Returns for excise taxes due for January. 
Forms 726, 727, 728, 728(a), 729, 932. 





“We find TAXES to be such a valuable 
source of lasting reference material that 
we wish to take advantage of this excel- 
lent plan for library filing.”—C.P.A., Wyo. 
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With the December issue of TAXES—The Tax Magazine 
you received a complete index of all articles that appeared 
during 1947. Now is the time to order this handsome binder 
that conveniently holds the twelve monthly back issues in 
compact form ready for immediate reference so that you can 
always find that important article you need, when you want 
it. Any issue can be quickly inserted or removed from the 
binder. Durable black covers, gold stamped: TAXES—The 
Tax Magazine. Window label shows contents by year. The 
1948 binders are now ready for shipment too! 
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